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I.

STATEMENT OF JURISDICTION
The Court of Appeals has jurisdiction in this matter pursuant

to Utah Code Ann. Section 78-2a-3(2)(a).
II.

STATEMENT OF THE ISSUES
a.

Did the Utah Department of Health err and act in an

arbitrary and capricious manner by applying Medicare regulations
and reimbursement guidelines applicable to hospitals and other
institutional providers to FHP of Utah, Inc., a health maintenance
organization, rather than the specific Medicare regulations and
reimbursement guidelines applicable to health maintenance organizations?

Such a decision by the Utah Department of Health is in

error and so extraordinary as to result in manifest injustice.
Claims that an agency acted in an arbitrary and capricious manner
are reviewed for reasonableness and rationality.

Anderson v.

Public Serv. Comm#n. 839 P.2d 822 (Utah 1992).
b.

Did the Department of Health err and act in an arbitrary

and capricious manner by denying FHP of Utah, Inc. its advertising
costs even though such costs are allowable under Medicare regulations and reimbursement guidelines applicable to health maintenance
organizations? Anderson v. Public Serv. Comm'n, 839 P.2d 822 (Utah
1992) .

Such a decision by the Utah Department of Health is in

error and so extraordinary as to result in manifest injustice.

III. DETERMINATIVE STATUTES AND RULES
The following regulations and manual provisions, relevant to
the Court's review of this case, are set forth in their entirety in
Addendum E attached hereto:
42 C.F.R. § 413.1
42 U.S.C. § 1395x(v)
42 C.F.R. § 417.2
42 C.F.R. § 417.564(a)
42 C.F.R. § 417.538
42 C.F.R. § 417.540
The Health Maintenance Organization and Competitive Medical
Plans Manual (HCFA Pub. 75), §§ 4307, 4416
Provider Reimbursement Manual (HCFA Pub. 15), §§ 2136,
2136.1, 2136.2, 2150.3
IV.

STATEMENT OF THE CASE
A.

Nature of the Case

Petitioner, FHP of Utah, Inc.

("FHP"), appeals the Final

Agency Order of the Utah Department of Health (the "Department"),
Joan Gallegos, Director, dated October 27, 1994, adopting
Recommended

Decision

of

the

Administrative

Margaret J. Clark, dated October 17, 1994.
B.

Law

Judge

the

("ALJ")

See Addendum A.

Course of Proceedings

By letter dated March 17, 1994, the Department informed FHP of
its determination of amounts due to FHP pursuant to a contract
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between FHP and the Department whereby FHP, a licensed health
maintenance organization ("HMO"), furnished health care services to
Medicaid-eligible individuals residing in Utah.

FHP disputed the

amount of that payment and requested an appeal by letter dated
April 11, 1994.

A formal administrative hearing was held before

Administrative Law Judge Margaret J. Clark on August 23, 1994. The
ALJ

issued a Recommended Decision on October 17, 1994.

On

October 27, 1994, the Director of the Department issued a Final
Agency Order formally adopting the ALJ's Recommended Decision. By
Petition for Writ of Appeal dated November 28, 1994, FHP petitioned
the Court of Appeals for a Writ of Review, seeking to set aside and
reverse the Department's Final Agency Order.
C.

Disposition of Agency

The ALJ's Recommended Decision affirmed the Department's
allocation of FHP's home office administrative costs and rejected
FHP's proposed allocation methodology.

Addendum A at 3.

The

Department adopted this Recommended Decision in its order of
October 27, 1994. The Department also adopted the ALJ's decision
to exclude FHP's advertising expenses.
D.

Id. at 3-4.

Statement of the Facts

This action arises out of a dispute involving a contract
entered into by FHP and the Department for the period from July 1,
1990 through June 30, 1991 (the "Contract").

See Addendum B. FHP

and the Department entered into the Contract pursuant to federal
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Medicaid rules and regulations applicable to prepaid health plans.
See 42 C.F.R. Part 434.
The Medicaid program is administered by states. It is funded
and authorized jointly by the federal government under Title XIX of
the Social Security Act (42 U.S.C. § 1396) and, in this case, by
the State of Utah under Utah Annotated Code Section 26-18-1 et seq.
Medicaid provides health insurance coverage to families and individuals receiving public welfare assistance.

Recipients include

mothers and children receiving Aid to Families with Dependent
Children, blind and disabled recipients of welfare assistance, and
medically needy children and adults.

Medicare is a federally

administered and federally funded program of health insurance for
aged or disabled persons; it is authorized by Title XVIII of the
Social Security Act (42 U.S.C. § 1395).
FHP is an HMO.

An HMO may be generally defined as an entity

that provides or arranges for the provision of health care services
in a geographic area to a group of persons who are enrolled as members.

The HMO agrees to provide or otherwise assure the delivery

of a specified set of health care services. The HMO is reimbursed
for those health care services through a predetermined, fixed
periodic payment made by or on behalf of the enrolled members,
without regard to the amount of actual services provided. Because
the HMO receives a fixed payment per enrollee, regardless of the
volume of services provided, there is a financial incentive to the
HMO to control costs and to provide the least expensive services
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appropriate to its enrollees' needs.

See 50 Fed. Reg. 1314 (Jan.

10, 1985) .
Under the Contract between FHP and

the Department, the

Department agreed to pay FHP a monthly premium for each Medicaideligible person enrolled in the HMO ("Medicaid Enrollees").

In

exchange for these premiums, FHP was obligated to furnish or
arrange for all Medicaid-covered services the Medicaid Enrollees
utilized, regardless of the cost of furnishing these services.
The Contract also provided for risk sharing between FHP and
the Department.
#89-2272).

Addendum B at 2 of 4 (Amendment #2 to Contract

Under the risk sharing terms, the parties agreed to

share any surplus or loss based upon an express written formula.
As

to losses, if FHP's aggregate medical

expenses

exceeded

the

aggregate

premiums

and

administrative

received

from

the

Department during the period July 1, 1990 through June 30, 1991
("FY

1991"), the Department was bound to reimburse FHP for a

portion of the loss.

Specifically, FHP was entitled to be paid

seventy-five percent (75%) of its loss, up to a total of fourteen
percent (14%) of the aggregate premium payments FHP received during
FY 1991. The Department had to reimburse FHP twenty-five percent
(25%) of losses exceeding fourteen percent

(14%) of aggregate

premium payments. A loss was defined in the Contract as "medical
or

administrative

expenses

Addendum B at 2 of 4.

in

excess

of

premium payments."

No provision of the Contract defined what

constituted a medical or administrative expense, nor did the
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Contract include any reference to Medicare guidelines or reimbursement principles for purposes of determining expenses under the
Contract.
The Contract required FHP to prepare a financial analysis and
expense report annually

(the "Cost Report").

The Cost Report

identified FHP's expenses incurred in performing the Contract. The
Contract further allowed the Department to audit and review FHP's
Cost Report (including supporting documentation), and required any
audit to be performed within one month from the date that the
Department received the Cost Report.

Payments to FHP for profits

or losses under the Contract were due on or before December 31,
1991.
FHP timely submitted its required Cost Report for FY 1991 to
the Department on April 6, 1992.

The Cost Report was prepared

using generally accepted accounting principles and in a manner
consistent with the preparation of FHP's other financial statements
by its independent auditors, Deloitte and Touche. The Cost Report
also was based upon the same accounting principles, methods, and
procedures that FHP had followed in previous years when submitting
financial data to the Department for payment based on approved
"costs."

Finally, though the Contract was for Medicaid services,

the Cost Report was based upon the same accounting and financial
reporting principles used to determine costs under FHP's contract
with the Medicare program.
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Despite the Contract terms, the Department failed to complete
its review and audit of FHP's FY 1991 Cost Report within one month
of submission by FHP.

In fact, the Department's audit of FHP's

Cost Report did not begin until June of 1992. The results of the
Department's audit were disclosed to FHP for the first time during
meetings between FHP and the Department held in January and
February 1993. Upon receipt of the Department's audit results, FHP
discovered that the Department had disallowed a portion of the
administrative expenses attributable to FHP's corporate home office
located in California.

The Department also disallowed FHP's

advertising expenses.
The Department's disallowance of FHP's home office and advertising expenses was based upon the Department's determination that
certain FHP administrative expenses could not be included as
"losses" under the Contract.

The Department relied upon Medicare

regulations and guidelines commonly used to determine allowable
costs for hospitals and other institutional providers which are
reimbursed for their reasonable costs by Medicare, even though FHP
is an HMO and separate Medicare regulations and reimbursement
guidelines apply to HMOs.
Specifically,

the

Department

reduced

the

percentage

of

administrative costs attributable to FHP's corporate home office,
which FHP had claimed as an expense under the Contract.

FHP is a

subsidiary of FHP International Corporation ("FHP International"),
which operates HMOs and other non-HMO enterprises in nine different
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states and internationally. FHP International, which is located in
California, provides administrative services to all of its HMOs and
other operating divisions, including the HMO operated by FHP in
Utah.

Thus,

FHP allocated

a portion

of

the

costs

of the

administrative services provided by its home office to its Utah
operations.

Such an allocation was necessary

to accurately

determine the actual administrative costs attributable to the
Medicaid-eligible individuals enrolled in FHP.
The Department disagreed with FHP on the amount of home office
administrative costs which should be allocated to FHP and, specifically, on the methodology which should be applied to allocate
FHP's home office administrative costs.

The Department used a

methodology described in Medicare's reimbursement guidelines for
hospitals and other institutional providers, while FHP used a
different apportionment methodology.

FHP's approach was based on

Medicare regulations specifically applicable to HMOs that contract
with Medicare on a cost basis.
The

Department's

methodology

allocated

home

office

administrative costs based upon the relative total costs of FHP
International's various HMOs and non-HMO operations (e.g., life
insurance, aviation, and other operations unrelated to health care
services). That is, FHP's total operating costs (i.e., health care
delivery and administrative costs, but excluding home office costs
(Record at 26-27)) were viewed as a percentage of the total operating costs of all the HMO and non-HMO businesses operated by FHP
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International.

Record at 26-28.

For example, if FHP's operating

costs were 20% of the overall costs of all the HMu and non-HMO
businesses operated by FHP International, then FHP would be allocated 20% of FHP International's home office administrative costs.
See Addendum C (FHP's Exhibits 7 and R)
the "cost on cost" method.

This was referred to as

This methodology did not accurately

reflect the utilization of home office administrative services by
FHP because, among other things, it did not take into account the
enrollment of the various HMOs operated by FHP International. The
Medicare regulations specifically applicable to HMOs, by contrast,
do take into account HMO enrollment in allocating HMO administrative costs.
FHP's allocation methodology distributed home office costs
using a two-tier methodology which more accurately approximates the
actual

distribution

attributable to FHP.
methodology,

home

of

home

office

administrative

costs

In the first step of FHP's allocation

office

administrative

costs were

allocated

between FHP International's HMO and non-HMO operations.

See

Addendum D (FHP's Exhibits 12, 13, and 14). In the second step,
the total pooled of home office administrative costs attributable
to FHP International's HMO operations was then allocated to each
specific HMO based on "member months" of the specific HMO - - a n
aggregation of each HMO's membership enrollment on a monthly basis.
Id. FHP believes that this allocation methodology more accurately
reflects the home office administrative services utilized by FHP.
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In addition, it is the allocation methodology prescribed by the
Medicare regulations and reimbursement guidelines applicable to
HMOs for the apportionment of administrative costs.
The Department also disallowed

FHP's claimed advertising

expenses based on its view that the advertising was intended to
increase patient utilization of medical services.

In making this

determination, the Department relied on a provision of the Medicare
Provider Reimbursement Manual applicable to hospitals. FHP argued
that its advertising was not intended to increase patient utilization of medical services, since such an increase would run counter
to the HMO's basic financial incentives.

In fact, the Medicare

provisions relied on by the Department to support its disallowance
are not applicable to HMOs.
V.

SUMMARY OF THE ARGUMENT
The ALJ affirmed the Department's disallowances based on her

express reliance on Medicare regulations and reimbursement guidelines which generally apply to hospitals and other institutional
providers of health care services, but not to HMOs.

This was an

error, for there exist Medicare regulations and reimbursement
guidelines which apply specifically to HMOs.

This, by itself, is

grounds for reversal. The ALJ also incorrectly assigned the burden
of proof to FHP based on her mistaken reliance on Medicare reimbursement guidelines which do not apply to HMOs such as FHP.
Furthermore, an examination of the substantive Medicare regulations
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and reimbursement guidelines applicable to HMOs and germane to the
disallowances at issue in this appeal (the allocation of an HMO's
administrative costs and HMO advertising costs) demonstrates that
the ALJ's decision to affirm the Department's disallowances was
erroneous and must be reversed.
In summary, the ALJ's decision to affirm the Department's
disallowances, when those disallowances were based on inapplicable
regulations, is arbitrary and capricious, and should be reversed.
VI.

ARGUMENT
A.

Medicare Reimbursement Principles Applicable to HMOs
Should be Applied to Allocate FHP's Home Office
Administrative Costs.

The Contract provision at the center of this dispute governs
how the Department and FHP are to share risks under the Contract,
and provides as follows:
On or before November 1, 1991, all non-SOBRA mother
medical and administrative expenses incurred during the
term of this amendment will be compared with all premium
payments to FHP during the term of this amendment. A
surplus is defined as premium payments in excess of
medical and administrative expenses. A loss is defined
as medical and administrative expenses in excess of
premium payments.
Addendum B at 2 of 4. More specifically, what is at issue here is
how the parties are to calculate and apportion "administrative
expenses" attributable to FHP's home office, FHP International,
under the Contract.

Unfortunately, the Contract itself is silent

on this issue, as there is no reference to the criteria or
standards that should be applied by the parties to determine FHP's
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"administrative expenses."

In addition, the parties have been

unable to find any guidance in the Utah Medicaid regulatory scheme
to lend any assistance to the question at hand.

In this vacuum,

the ALJ relied on the regulations and interpretive guidelines
issued by the Health Care Financing Administration
govern the operation of the Medicare program.-

("HCFA") to

Specifically, the

ALJ determined that the dispute between the Department and FHP
could be resolved by using the "applicable regulations which
pertain to Medicare and Medicaid cost reimbursement . . . found in
Title 42 CFR, Part 413, Subpart B."

Addendum A

(Recommended

Decision at 4) . The ALJ also relied on Sections 2150.3 and 2136 of
the Provider Reimbursement Manual

(HCFA Pub. 15-1) ("PRM") in

affirming the Department's disallowances at issue in this case.-7
In the absence of any guidance in the Contract itself, FHP
agrees with the ALJ's use of Medicare reimbursement principles for
guidance in determining the correct allocation of FHP's administrative expenses in this case.

However, FHP strongly disagrees

with the ALJ's reliance on Medicare regulations and manual proThe Health Care Financing Administration is the division of
the Department of Health and Human Services in charge of overseeing
the operation of the Medicare program.
2/

The Provider Reimbursement Manual is an accumulation of
interpretive rules published by HCFA intended to provide guidance
for determining reasonable costs for hospitals and other defined
providers furnishing services to Medicare beneficiaries. The
provisions of the Provider Reimbursement Manual have not gone
through the notice and comment rulemaking process of the
Administrative Procedure Act and do not have the legal authority
of regulations.
-12-

visions that do not specifically address HMOs or the disallowances
raised in this case, but that instead deal with reimbursement
issues involving hospitals and other institutional providers. For
this reason, the ALJ's decision is arbitrary and capricious and
must be reversed.
The first error made by the ALJ was her assumption that Part
413 of the Medicare regulations (Title 42) applied to apportionment
of FHP's home office administrative costs. This is not the case.
While Part 413 of the regulations addresses generally the principles of reasonable cost reimbursement, Part 413, by its own terms,
applies to a specified list of providers. Section 413.1 describes
the scope of Part 413 as follows:
(1)
General Summary.
This part sets forth the
regulations governing Medicare payment for services
furnished to beneficiaries by: (i) Hospitals and rural
primary care hospitals; (ii) Home health agencies; (iii)
Comprehensive outpatient rehabilitation facilities; (v)
End-stage renal disease facilities; (vi) Providers of
outpatient physical therapy and speech pathology
services; and (vii) Organ procurement agencies and
histocompatibility laboratories.
42 C.F.R. § 413.1.
regulatory

It was improper for the ALJ to rely on the

provisions

appearing

in

Part

413

to

resolve

the

disallowances at issue in this case, since these regulations apply
generally to providers other than HMOs and do not specifically
address the allocation of an HMOfs administrative costs. In fact,
a completely separate section of the Code of Federal Regulations
(42 C.F.R. Part 417) addresses reimbursement issues relating to
HMOs.

Specifically, 42 C.F.R. § 417.2(b) provides that "Subparts
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G through R of this part set forth the rules for Medicare contracts
with, and payments to, HMOs and competitive medical plans . . . ."
Thus, the ALJ's reliance on hospital reimbursement regulations to
resolve the HMO reimbursement

issues raised in this case is

arbitrary and capricious and is grounds for reversing the ALJ's
decision.
The ALJ also held that the "Medicare and Medicaid Provider
Reimbursement Manual, Part 1, Section 2150.3 sets forth the policies for 'Allocation of Home Office Costs to Components in Chain'
and applies to an entity such as

[FHP International] . . . ."

Addendum A (Recommended Decision at 5) .
§ 2150.3

in toto, and approved

The ALJ then cited PRM

the Department's use

of the

methodology set forth in § 2150.3(D)(2)(b) to allocate FHP's home
office costs. .Id. (Recommended Decision at 8).

This, too, was an

error, as the provisions of the PRM simply do not apply to HMOs.
Contrary to the ALJ's presumption that PRM § 2150.3 directs
how home office administrative costs of FHP's corporate parent
should be allocated, the Provider Reimbursement Manual addresses
cost reimbursement issues specifically affecting hospitals and
other institutional providers.

The PRM applies to entities that

are "providers," a term specifically defined in the Medicare Act as
a "hospital, rural primary care hospital, skilled nursing facility,
comprehensive

outpatient

rehabilitation

-14-

facility, home health

agency, [or] hospice program . . . ."

42 U.S.C. § 1395x(u) .-

A

"provider" does not include an HMO such as FHP. Like the separate
Medicare

regulations which apply to HMOs, a separate manual

published by HCFA (The Health Maintenance and Competitive Health
Plans Manual, HCFA Pub. 75)

(the "HMO Manual") addresses the

reimbursement principles applicable to HMOs.
In short, the ALJ has based her decision on regulations and
manual provisions which are inapplicable to the disallowances at
issue in this appeal -- the allocation of an HMO's home office
administrative costs and the allowability of an HMO7 s advertising
costs. Thus, to the extent that Medicare reimbursement principles
govern the resolution of the two issues presented in this case, the
ALJ based her decision on the wrong regulations and interpretive
guidelines.
As was noted above, Part 417 of the Medicare regulations
governs the payment of HMOs.

In fact, 42 C.F.R. § 417.564(a) sets

forth a specific methodology for apportioning and allocating administrative and general costs of an HMO, and provides as follows:
(a) Enrollment, marketing, and other administrative and
general costs of the HMO or CMP that benefit the total
enrolled population of the HMO or CMP and are not
directly associated with providing medical care must be
apportioned on the basis of a ratio of Medicare enrollees
to the total enrollment of the HMO or CMP.

This definition of "provider" is consistent with the types of
providers described in the introduction of Part 413 of the Medicare
regulations. See 42 C.F.R. § 413.1.
-15-

(Emphasis added.)

This methodology is reiterated in § 4416 of the

HMO Manual, which provides that administrative and general costs of
the HMO that benefit the total enrolled population of the HMO and
which are not directly associated with providing medical care are
to be apportioned on the basis of a ratio of Medicare enrollment to
total HMO enrollment. See Addendum E. Section 4416 also gives the
following examples of administrative costs that should be apportioned based on Medicare enrollment: directors' salaries and fees;
executive and staff administrative salaries; organizational costs;
and other costs of plan administration.
The administrative services provided by FHP's home office fall
into the category of administrative services of the HMO that
benefit the total enrolled population.

For example, FHP's home

office provides its subsidiaries with management information system
services, accounting and financial services, as well as personnel
and management services (e.g. , assistance in hiring and/or contracting with physicians and other health care providers who furnish
health care services to enrollees). These administrative services
benefit all the enrollees in the several HMOs operated by FHP
International, and FHP's share of the costs of providing these
administrative services should be based on a ratio of FHP enrollees
to

the

total

International.

enrollment

of

all

the

HMOs

operated

by

FHP

This is the two-tier methodology FHP used in

allocating its home office administrative costs.
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FHP's

two-tier

methodology

incorporates

the

basis

of

apportionment set forth in 42 C.F.R. § 417.564(a) by allocating
administrative costs based on the ratio of FHP HMO enrollees to the
total HMO enrollment of all HMOs operated by FHP International.
Specifically, in the first step of the methodology, home office
administrative costs were allocated between what are referred to as
"health care regions" and

"non-health

care regions."-7

This

allocation was based on total cost, similar to the "cost on cost"
methodology advanced by the Department. Addendum D (FHP's Exhibit
13) . In fact, the amount of total home office administrative costs
calculated by FHP in this first step of the allocation methodology
(and which FHP allocated among FHP International's several "health
care regions") was the same figure the Department found to be the
allowable home office administrative costs of FHP International's
health care (or HMO) operations for FY 1991. See Addendum D (FHP's
Exhibit 13); Addendum C (FHP's Exhibit 8); Record, 25-26.

The

disagreement between FHP and the Department involves the second
step of FHP's allocation methodology--that is, how to apportion the
allowable home office administrative costs to FHP International's
HMO operations.

The "health care regions" are the states in which FHP
International operates HMOs, including California, Utah, Arizona,
Nevada, New Mexico, Colorado, Texas, Illinois, Ohio, and Guam.
"Non-health care regions" include those subsidiaries of FHP
International which do not provide health care services. See
Addendum D (FHP's Exhibits 12 and 13).
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Once FHP determined the total amount of home office administrative costs to be allocated to the "health care regions," it then
allocated these costs to the specific HMOs operating in the various
states based on member months for each HMO.-7

Addendum D (FHP's

Exhibits 13 and 14). This second step of the allocation process
apportioned allowable home office administrative costs based on the
ratio of each specific HMO's enrollment to the total enrollment of
all the HMOs operated by FHP International.

Thus, by allocating

home office costs to the individual HMOs based on their percentage
of HMO enrollment, rather than on total costs (which was the basis
of the Department's "cost-on-cost" methodology), FHP's allocation
methodology

was

consistent

with

Medicare's

methodology

for

allocating HMO administrative costs as set forth in 42 C.F.R.
§ 417.564(a).

This method, as HCFA recognizes, more accurately

apportions HMO home office administrative costs based on HMO
enrollment.
In short, in affirming the Department's adjustment of home
office administrative costs in this case, the ALJ was relying on
Medicare regulations and manual provisions which were specifically
designed for hospitals and other institutional providers.

These

regulations and manual provisions generally do not apply to HMOs or
to the specific reimbursement issues raised in this appeal. If the
-'
Member months is the recognized methodology of the HMO
industry for accounting for HMO membership. Record at 80. For
example, if an HMO enrollee was a member of FHP for an entire
year, that would translate into 12 member months.
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ALJ had relied on the Medicare reimbursement principles specifically designed for HMOs, she would have understood that FHP's twotier allocation methodology was the correct and appropriate method
for allocating the home office administrative costs of FHP's corporate parent. The ALJ also would have seen that the Department's
methodology resulted in an unfair and inequitable allocation of
home office administrative costs to FHP.
B.

Since the ALJ Incorrectly Relied on PRM § 2150.3 to
Determine FHP's Home Office Administrative Costs, She
Erred in Placing the Burden of Proof on FHP.

The ALJ relied on PRM § 2150.3 not only to determine how to
allocate home office administrative costs, but also to assign the
burden of proof to FHP.

In both respects, the ALJ was wrong.

In

assigning the burden of proof to FHP, the ALJ incorrectly assumed
that the Department's cost on cost methodology complied with the
requirements

of

PRM

§ 2150.3(D)(2),

methodology to apply to FHP, an HMO.
Decision at 7) .

and

was

the

Addendum A

appropriate
(Recommended

As a result of this error, the ALJ incorrectly

concluded that FHP's member month allocation methodology was a
"more sophisticated allocation basis" and that use of such a
methodology had to be approved by the Department.-7

Indeed, the

-7
The ALJ's concern with whether the member month allocation
methodology is a "more sophisticated" allocation methodology
stems from her reliance on PRM § 2150.3(D)(2)(b). In pertinent
part, PRM § 2150.3(D)(2)(b) provides that " [i]f evidence
indicates that the use of a more sophisticated allocation basis
would provide a more precise allocation of pooled home office
costs to the chain components, such a basis can be used in lieu
(continued...)
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ALJ stated that much of the administrative hearing "focused on the
degree to which FHP needs to prove its contention that its member
month methodology is 'a more sophisticated allocation basis' and
'would provide a more precise allocation of pooled home office
costs to the chain components,' as required by Section D(2)(b) of
the Provider Reimbursement Manual."

Addendum A

(Recommended

Decision at 8) (emphases in original).
For the reasons discussed above, it is apparent that the ALJ
erred in assuming that PRM § 2150.3 governs that allocation of
FHP's home office administrative costs.

Reliance on PRM § 2150.3

also led the ALJ to incorrectly assign the burden of proof to FHP
instead of the Department. As was noted above, a separate Medicare
regulation (42 C.F.R. § 417.564(a)), not PRM § 2150.3, sets forth
the methodology that applies to the apportionment of an HMO7 s
administrative costs. Under § 417.564(a), an HMO's administrative
and general costs must be "apportioned on the basis of a ratio of
Medicare enrollees to the total enrollment of the HMO or CMP." An
examination of FHP's member month allocation methodology demonstrates that it is consistent with 42 C.F.R. § 417.564(a), the
requirements applicable to HMOs.

Thus, FHP was not deviating from

the standard allocation methodology for HMOs, and the member month
allocation methodology is not a "more sophisticated" allocation

- (. ..continued)
of allocating on the basis of either inpatient days or total
costs."
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methodology for HMOs, as the ALJ assumed.
month

allocation

methodology

comports

Instead, FHP's member
with

Medicare's

basic

methodology for allocating an HMO's administrative and general
costs and was the proper methodology to use.
In sum, the ALJ was wrong to assume that PRM § 2150.3 governs
the allocation of FHP's home office administrative costs. She also
was wrong to assume that FHP's member month methodology was a "more
sophisticated" allocation methodology (as that phrase is used in
PRM § 2150.3(D)(2)) for an HMO.

These two errors led the ALJ to

incorrectly assign FHP the burden of proof to defend its member
month allocation methodology.

Instead, the burden of proof should

have been placed on the Department to show why the member month
allocation

methodology,

which

is

consistent

with

42

C.F.R.

§ 417.564(a), should not be used to determine FHP's home office
administrative costs.
The ALJ's misplacement of the burden of proof, based on her
mistaken reliance on PRM § 2150.3 to determine the allocation of
FHP's home office administrative costs, was reversible error.
C.

Medicare Reimbursement Principles Applicable to HMOs
Confirm that FHP's Advertising Costs are Allowable.

The

inappropriateness

of applying

Provider

Reimbursement

Manual provisions to an HMO is clearly demonstrated in the context
of FHP's allowable advertising costs.

The ALJ ruled that PRM

§ 2136.1 was the appropriate basis for determining FHP's allowable
advertising costs. Addendum A (Recommended Decision at 15) . That
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provision generally describes advertising costs of hospitals that
are considered allowable.

It provides, in pertinent part, as

follows:
Advertising costs incurred in connection with the
provider's public relations activities are allowable if
the advertising is primarily concerned with the presentation of a good public image and directly or indirectly
related to patient care. Examples are: visiting hours
information, conduct of management-employee relations,
etc.
PRM § 2136.2 describes unallowable hospital advertising costs.
This manual provision provides, in pertinent part, as follows:
Costs of advertising to the general public which seek to
increase patient utilization of the provider's facility
are not allowable. Situations may occur where advertising which appears to be in the nature of a provider's
public relations activity is, in fact, an effort to
attract more patients.
Based on these manual provisions, the ALJ determined that some of
FHP's advertising and marketing costs should be disallowed because
11

fsl ituations may occur where advertising which appears to be in

the nature of the provider's public relations activity is, in fact,
an effort to attract more patients."
Decision at 16).

Addendum A

(Recommended

Neither the ALJ's reasoning, nor the manual

section cited, apply to HMO advertising.
First, as was discussed above, the provisions of the PRM
clearly do not address HMOs such as FHP. As with allocation of HMO
administrative and general costs, there exist specific regulations
addressing enrollment, marketing, and advertising costs incurred by
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an HMO.

42 C.F.R.

§§ 417.538

and

417.540.

Section

417.538

provides as follows:
(a) Principle. Enrollment and marketing costs incurred
by an HMO or CMP in the course of performing the
activities described in §§ 417.426 through 417.436 are
allowable as provided in this section.
(b)
Definition.
Allowable enrollment costs and
marketing costs are those necessary and proper costs
incurred in offering the HMO's or CMP's plan to potential
enrollees in accordance with this part.
Those costs
include selling, advertising, promotional, and other
marketing costs and may not exceed an amount that would
be incurred by a prudent and cost-conscious management.
(c) Application.
Enrollment and marketing costs are
allowable, whether incurred directly by HMO or CMP staff
or under contract with marketing specialists or other
outside consultants.
(d)
Reimbursement limitation.
The relatively higher
costs that an HMO or CMP is likely to incur in initially
offering its plan to Medicare beneficiaries are taken
into account in determining whether enrollment and
marketing costs are reasonable in amount. However, if
such costs exceed amounts that would be paid by prudent
management, the excess is not allowable.Section 417.540 provides as follows:
(a)
Principle.
Enrollment costs are allowable if
incurred
in maintaining
and
servicing
subscriber
contracts for prepayment enrollees.
(b) Kind of costs included. Enrollment costs include,
but are not limited to, reasonable costs incurred in
connection with maintaining statistical, financial, and
other data on enrollees.

it

See also HMO Manual § 4307, which provides that
[e]nrollment and marketing costs such as selling, advertising,
and promotional activities incurred directly by the HMO/CMP or
under contract with outside specialists, are allowable to the
extent they are reasonable." See Addendum E.
11
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Conspicuously

absent

from these provisions

is any discussion

regarding advertising to the general public which is intended to
increase patient utilization of the provider's facility.
The reason for this absence is that HMOs do not and would not
advertise for the purpose of increasing utilization, due to the
financial

incentives created by the capitated payment system

applicable to HMOs such as FHP.
PRM § 213 6.2 is appropriate when applied to hospitals and
other health care providers reimbursed under a system in which
there is a direct relationship between patient utilization or
patient admissions and reimbursement. That is, under the Medicare
reimbursement systems applicable to hospitals, Medicare reimbursement is directly related to patient utilization or admissions -the

greater

the patient

utilization

or

the more

admissions

generated by a hospital, the more Medicare reimbursement the
hospital receives. Under such reimbursement systems, PRM § 2136.1
counters the inducements to advertise with the aim of increasing
patient utilization.
However, HMOs such as FHP are paid on a capitated basis,
meaning that they agree to provide health care services to enrolled
members in exchange for a predetermined, fixed periodic payment
made on behalf of the enrollee, without regard to the amount of
actual services provided by the HMO.
financial

risk

that

the costs

Thus, the HMO accepts the

of providing

enrollees will exceed the premiums it collects.
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services

to the

If the costs of

providing services exceeds the premiums paid, the HMO must absorb
that difference. HMOs attempt to reduce this risk in two ways: by
controlling the costs of providing care, and by providing the least
expensive services appropriate for its enrollees' needs. It would
be financially detrimental for an HMO to advertise in an effort to
promote

increased

utilization,

since

the

cost

utilization would be borne directly by the HMO.

of

increased

As was noted by

Lloyd Wright, FHP's Director of Finance who testified at the
administrative hearing, the ideal HMO enrollee is one who joins the
HMO, but never has a need to utilize service. Record at 86; 87-88.
Thus, under capitated payment, an HMO does not advertise to
increase patient utilization, since the HMO would be required to
absorb the costs for the increased utilization.

Instead, the HMO

advertises to increase and improve its name recognition with the
aim of increasing overall HMO enrollment.

As Lloyd Wright testi-

fied, the advertising goal of FHP is to increase name recognition
in the geographic area it serves so that more people choose FHP
rather than a competing HMO.

Record at 86.

This is exactly the

type of marketing and advertising costs that are allowable under
42 C.F.R. § 417.538, the Medicare regulation applicable to HMOs.
In summary, the ALJ committed reversible error by denying
FHP's advertising costs based on a Medicare manual provision which
is wholly inapplicable to HMOs.
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VII. CONCLUSION
For the reasons set forth above, FHP respectfully requests an
Order from this Court reversing the Department's Final Agency Order
in this matter, and directing the Department to recognize FHP's
home office administrative costs and advertising costs as claimed
in its FY 1991 Cost Report.

Alternatively, FHP requests an Order

from this Court remanding this case to the ALJ for reconsideration
based on an application of the Medicare reimbursement regulations
and guidelines applicable to HMOs.
DATED thiS/TsJffi day of March, 1995.
SNOW, CHRISTENSEN, & MARTINEAU

Terence L. Rooney
McDERMOTT, WILL & EMERY
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CERTIFICATE OF SERVICE
I hereby certify that I caused to be hand-delivered two (2)
copies of the BRIEF OF THE PETITIONER this 28th day of March, 1995,
to the following:
Jan Graham
Attorney General
Douglas Springmeyer
Assistant Attorney General
Utah Department of Health
288 North 1460 West
Salt Lake City, Utah 84116

SNOW, CHRISTENSEN & MARTINEAU
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Addendum A

.Utah
Department
of Health

estate OT u r a n
RECEIVED
Michael O. Leavin
Governor

NOV 0 1 1994

Rod L. Ben:
VISION OF HEALTH
CARE FINANCING

FINANCE

Executive Director
Joan M. Gaiiesos
Division Director

2S8 North 146C NX'est
PO Box 165SC
Salt Lake Cirv, Utah 84116-058C
Telephone: (501) 53S-6406

FHP OF UTAH INC.
Petitioner,
FINAL AGENCY ORDER
Case No. 94-097-68

vs.
UTAH DEPARTMENT OF HEALTH
DIVISION OF HEALTH CARE FINANCING,
Respondent.

IF YOU ARE NOT SATISFIED WITH THIS DECISION, YOU MAY REQUEST A
RECONSIDERATION FROM THE DIRECTOR OF HEALTH CARE FINANCING
WITHIN TWENTY (20) DAYS AFTER THIS DECISION IS SIGNED. IF YOU WOULD
LIKE TO APPEAL THIS DECISION, YOU MAY FILE A PETITION IN THE UTAH
COURT OF APPEALS WITHIN THIRTY (30) DAYS AFTER THIS DECISION IS
SIGNED. IF YOU DECIDE TO APPEAL, YOU ARE NOT REQUIRED TO ASK FOR A
RECONSIDERATION FIRST, BUT YOU MAY DO SO IF YOU WISH. IF YOU HAVE
QUESTIONS, CALL (801) 538-6576.
The enclosed Recommended Decision has been reviewed pursuant to Section 63-46b-12
Utah Code Ann. 1953, as amended, entitled "Agency Review - Procedure," and Department
of Health Administrative Rule R410-14, entitled "Division of Health Care Financing
Administrative Hearing Procedures for Medicaid/UMAP Applicants. Recipients, and
Providers."
I hereby adopt Recommended Decision No. 94-097-68 in its entirety.
RIGHT TO JUDICIAL REVIEW
Within twenty (20) days after the date that this Final Agency Order is issued, you may file a
written request for reconsideration with the Director of the Division of Health Care
Financing. Any request for reconsideration must state the specific grounds upon which relief
is requested. The filing of such a request is not a prerequisite for seeking judicial review.

Judicial review may be secured by filing a petition in the Utah Court of Appeals within thirty
(30) days of the issuance of this Final Agency Action or, if a request for reconsideration is
filed and denied, within thirty (30) days of the denial for reconsideration. The petition shall
be served upon the Director of Health Care Financing and shall state the specific grounds
upon which review is sought. Failure to file such a petition within the 30-day time limit may
constitute a waiver of any right to appeal the Final Agency Order.
A copy of this Final Agency Order shall be sent to Petitioner or representative at the last
known address by certified mail, return receipt requested.
DATED this

^'?W,

day of October 1994

BY:
^¥Cud(QGul
Joan Gallegos, Director
Division of Health Care Financing
UTAH DEPARTMENT OF HEALTH
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No: 94-097-68
CERTIFICATE OF MAILING
I hereby certify that on October 27, 1994, I mailed a true and correct copy of the
foregoing FINAL AGENCY ACTION AND RECOMMENDED DECISION, postage prepaid,
to the following parties:
DAVID W. SLAGLE
SNOW, CHRISTENSEN & MARTINEAU
P.O. BOX 45000
10 EXCHANGE PLACE, ELEVENTH FLOOR
SALT LAKE CITY, UT 84145
LLOYD WRIGHT
FHP OF UTAH, INC.
35 WEST BROADWAY
SALT LAKE CITY, UT 84101
DOUGLAS SPRINGMEYER
ASSISTANT ATTORNEY GENERAL
INTER-DEPARTMENTAL MAIL
KENT RONER, BUREAU DIRECTOR
FINANCIAL SERVICES
INTER-DEPARTMENTAL MAIL
OSCAR FULLER
FINANCIAL SERVICES
INTER-DEPARTMENTAL MAIL

ViJti&L
SANDRA RIECK

BEFORE THE UTAH DEPARTMENT OF HEALTH
DIVISION OF HEALTH CARE FINANCING
STATE OF UTAH
00000

FHP OF UTAH, INC.
Petitioner,
vs.

RECOMMENDED DECISION

UTAH DEPARTMENT OF HEALTH
DIVISION OF HEALTH CARE
FINANCING,
Respondent.

:
:

Case No. 94-097-68
Margaret J. Clark
Administrative Law Judge

:

Pursuant to Rule R410-14 of the Utah Department of Health and the Utah Administrative
Hearing Procedures Act, Title 63, Chapter 46b, Utah Code Annotated, 1953, as amended, a
formal administrative hearing for the above captioned case was held on August 23, -1994, Room
316, Cannon Health Building, 288 N. 1460 W., Salt Lake City, Utah, 84116, Margaret J.
Clark, Administrative Law Judge, presiding. The Petitioner was represented by Attorneys David
W. Slagle and Terence L. Rooney. The Respondent was represented by Assistant Attorney
General Douglas W. Springmeyer.
ISSUES

1. IS FHP'S TWO-TIER METHOD OF ALLOCATING HOME OFFICE COSTS MORE
ACCURATE AND SOPHISTICATED THAN THE COST ON COST METHODOLOGY USED
BY THE DIVISION OF HEALTH CARE FINANCING (DHCF) IN ITS AUDIT OF FHP OF

UTAH FOR FISCAL YEAR 1991?
2. WAS DHCF CORRECT IN DISALLOWING CERTAIN ADVERTISING COSTS IN ITS
AUDIT OF FHP FOR FISCAL YEAR 1991?

INTRODUCTION
1. Allocation of Home Office Costs.
FHP, Inc. is located in California and has 13 subsidiaries, referred to in the formal hearing as
"operating units." The allocation of FHP Inc.'s Home Office costs pertains to the amount of
money that should be allocated to FHP of Utah, and the other subsidiaries, for services rendered
by the Home Office for fiscal year 1991.
The FHP of Utah home office cost allocation issue arose from a risk contract (capitation
agreement) between FHP of Utah and the Division of Health Care Financing (DHCF), as
amended in 1991, by which FHP of Utah was paid a certain amount per month per Medicaid
enrollee. The contract was written such that if the amount of health care was over or under
estimated by the parties, they would share in the surplus or the loss. In fiscal year 1991, FHP
of Utah suffered a loss (defined in the contract as "medical and administrative expenses in excess
of premium payments"). Under the contract terms, DHCF was required to share in that loss.
The parties are disputing the amount of money that should be allocated to the FHP of Utah
operating unit for use of the Home Office. The audit was closed by DHCF auditors in March
1994. The parties are not disputing the numbers used in the audit; rather, they are disputing the
methodology that should be used to allocate Home Office costs to FHP of Utah, which greatly
affects the amount of money owed under the risk sharing contract.
DHCF used a cost on cost methodology to allocate FHP of Utah's expenses to the Home Office.
In other words, DHCF totaled the expenses of all of FHP, Inc.'s operating units, i.e., the
expenses for the operating units themselves, and took Utah's percentage of the total to calculate
Utah's allocation of the Home Office costs. DHCF's methodology comes from the Medicare
Provider Reimbursement Manual published by the U.S. Department of Health and Human
Services.
FHP of Utah contends that the cost on cost methodology used by DHCF is unfair. It contends
that a fairer way to allocate home office expenses is to total the member months of all the health
care operating units, and base each operating unit's share of Home Office costs on its percentage
of the total member months. FHP of Utah contends that its proposed member month
methodology would allow it to get back part of its loss suffered in fiscal year 1991, as a result
of their agreement to provide health care to Medicaid eligible enrollees.
DHCF's methodology results in 9.17137% of total Home Office costs or $ 5,692,061 to be
allocated in Home Office costs to FHP of Utah. FHP of Utah's proposed methodology would
result in 26.1339% of total member months or $ 14,769,550 to be allocated to FHP of Utah.

The petitioner filed a Memorandum in Support of its Appeal of the Decision of the Utah
Department of Health on May 31, 1994. Argument I, Part B asserted that the Department of
Health was to complete its audit no later than 30 days after FHP of Utah's submission of its cost
report on April 6, 1992, and that FHP of Utah was thereby denied its opportunity to change its
cost allocation methodology. In July 1994, the parties signed a stipulation that FHP of Utah's
two-tier cost allocation would be considered on the merits and the Department of Health
withdrew any defense to that proposed methodology at the time the proposed change was
submitted by FHP. At the formal hearing, the Assistant Attorney General stated for the record
that the State would still allow FHP of Utah the opportunity to go back and attempt a functional
allocation of its Management Information System (MIS) data, a large part of Home Office
expense, to be submitted to DHCF auditors.

2, Advertising.

DHCF disallowed $38,449 in advertising expenses claimed by FHP of Utah [see Petitioner's
Exhibit 19], because DHCF, as the intermediary, determined that the advertising expenses were
intended to promote an increase in patient utilization of services, which is prohibited by Section
2136.2 of the Provider Reimbursement Manual.

FINDINGS OF FACT

1. FHP, Inc. is made up of 13 subsidiary operating units, seven of which were providing health
care in 1991. Among the non-health related operating units are an art gallery and an insurance
company.
2. FHP of Utah has not provided any evidence that is verifiable and capable of being audited
by qualified auditors upon which to base its assumption that its two-tier member month
methodology is more accurate or sophisticated than DHCF's cost on cost methodology.
3. The advertising represented in the hearing record and disallowed by DHCF sought to
increase patient utilization.

CONCLUSIONS OF LAW.
1. FHP of Utah did not prove by the preponderance of the evidence that the member month
methodology that it proposed is a more accurate or sophisticated method of allocating Home
Office costs.
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2. DHCF was correct in disallowing FHP of Utah's advertising costs for fiscal year 1991.

RECOMMENDED AGENCY ACTION
The decision of DHCF to disallow advertising costs and the two-tier member month
methodology for allocating Home Office costs is hereby AFFIRMED.

REASONS FOR PRESIDING OFFICER'S DECISION

I. HOME ALLOCATION COSTS—THE APPLICABLE LAW,
REQUISITE DEGREE AND BURDEN OF PROOF.

INCLUDING THE

The applicable regulations which pertain to Medicare and Medicaid cost reimbursement are
found in Title 42 CFR, Part 413, Subpart B. Section 413.20(a) pertains to financial data and
reports and provides in relevant part:
The principles of cost reimbursement require that providers maintain sufficient
financial records and statistical data for proper determination of costs payable
under the program [emphasis added].
Title 42 CFR 413.24 pertains to what is "adequate" cost data and cost finding, and provides in
relevant part:
(a) Principle. Providers receiving payment on the basis of reimbursable cost must
provide adequate cost data. This must be based on their financial and statistical records
which must be capable of verification bv qualified auditors. The cost data must be based
on an approved method of cost finding and on the accrual basis of accounting....
(c) Adequacy of cost information. Adequate cost infonnation must be obtained from the
provider's records to support payments made for services furnished to beneficiaries. The
requirement of adequacy of data implies that the data be ACCURATE and in
SUFFICIENT DETAIL to accomplish purposes for which it is intended. Adequate data
capable of being audited is consistent with good business concepts and effective and
efficient management of any organization, whether it is operated for profit or on a
nonprofit basis. It is a reasonable expectation on the part of any agency paving for
services on a cost-reimbursement basis.
(d)(ii) More sophisticated methods. A more sophisticated method designed to
allocate costs more accurately may be used by the provider upon approval of the
intermediary....
4

Further guidance in determining cost reimbursement principles are found in the Medicare
Provider Reimbursement Manual, published by the U.S. Department of Health and Human
Services. Official notice is taken of the "Forward" to the Provider Reimbursement Manual
which clarifies its usage and authority:
This manual provides guidelines and policies to implement Medicare regulations
which set forth principles for determining the reasonable cost of provider services
furnished under the Health Insurance for the Aged Act of 1965, as amended.
These "Principles of Reimbursement for Provider Costs" have been published in
HIRM-1. The provisions of the law and the regulations are accurately reflected
in this manual, but it does not have the effect of regulations....
Accordingly, the CFR regulations quoted above are to be given more weight than the provisions
of the Provider Reimbursement Manual. This fact is significant in light of the petitioner's
contention at the hearing that the Provider Reimbursement Manual did not specifically state that
the data had to be "capable of verification by qualified auditors" as does 42 CFR 413.24.
Section 413.24 also requires financial and statistical provider records that are "accurate," and
"in sufficient detail."
The Medicare and Medicaid Provider Reimbursement Manual, Part I, Section 2150.3 sets forth
the policies for "Allocation of Home Office Costs to Components in Chain," and applies to an
entity such as FHP, Inc., which has a number of subsidiaries or "operating units."
For allocating home office costs to components in a chain, the Provider Reimbursement Manual
discusses the sequential process of deleting non-allowable costs, directly assigning costs to the
chain components, and allocating among the providers allowable home office costs that have not
been directly assigned to specific chain components:
A. Procedure.-Starting with its total costs, including those costs paid on behalf of
providers (or other components in the chain), the home office must delete all costs which
are not allowable in accordance with program instructions. The remaining costs (total
allowable costs) will then be identified as capital-related costs and non-capital-related
costs and allocated as stated below to all the components-both providers and nonpro viders-in the chain which received services from the home office.
Where the home office incurs costs for activities not related to patient care in the chain's
participating providers, the allocation bases used must provide for the appropriate
allocation of costs such as rent, administrative salaries, organization costs, and other
general overhead costs which are attributable to non-patient care activities as well as to
patient care activities. All activities and functions in the home office must bear their
allocable share of home office overhead and general and administrative costs.

B. Costs Directly Allocable to Components.-The initial step in the allocation process is

the direct assignment of costs to the chain components. Allowable costs incurred for the
benefit of, or directly attributable to, a specific provider or non-provider activity must
be allocated directly to the chain entity for which they were incurred. For example,
where such costs are paid by the home office, interest expense is allocated to the facility
for which the loan was made; salaries are allocated to the facility to whose employees
they apply; etc. Home offices may simplify the allocation of costs to the chain
components in the cost finding process by transferring the costs which are directly
allocable to the components through the intercompany accounts. The transfers should
be made at the time the costs are incurred.

C. Costs Allocable on a Functional Basis.-The allowable home office costs that have
not been directly assigned to specific chain components must be allocated among the
providers (and any non-provider activities in which the home office may be engaged) on
a basis designed to EQUITABLY ALLOCATE THE COSTS OVER THE CHAIN
COMPONENTS OR ACTIVITIES RECEIVING THE BENEFITS OF THE COSTS.
This allocation must be made in a manner reasonably related to the services received by
the entities in the chain. Chain home offices may provide certain centralized services,
such as central payroll or central purchasing, to the chain components. Where practical
and the amounts are material, these costs must be allocated on a functional basis. For
example, costs of a central payroll operation could be allocated to the chain components
based on the number of checks issued; the costs of a central purchasing function could
be allocated based on purchases made or requisitions handled. Anv residual allowable
home office costs remaining after a functional cost allocation has been completed must
be included as pooled costs and allocated as described in subsection P.. below. The
functions, or cost centers used to allocate home office costs, and the unit bases used to
allocate the costs, including those for the pooled costs described in subsection D., must
be used consistently from one home office accounting period to another [emphasis
added].
However, if the home office wishes to change its allocation bases and believes the
change will result in more appropriate and more accurate allocations, the home
office must make a written request, with its justification, to the intermediary
responsible for auditing the home office cost for approval of the change no later
than 120 days after the beginning of the home office accounting period to which
the change is to apply [emphasis added].
The intermediary's approval of a home office request will be furnished to the home office
in writing. Where the intermediary approves the home office request, the change must
be applied to the accounting period for which the request was made, and to all
subsequent home office accounting periods unless the intermediary approves a subsequent
request for change by the home office. The effective date of the change will be the
beginning of the accounting period for which the request was made.
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Section D of the Provider Reimbursement Manual discusses pooled home office costs, or those
costs which cannot be allocated on a functional basis:
D. Pooled Costs in Home Office.-In each home office there will be a residual
amount, or "pool," of costs incurred for general management or administrative
services which cannot be allocated on a functional basis. For home office
accounting periods beginning before November 1, 1976, these costs may be
allocated to the components in the chain on the basis of beds, bed days, or other
basis, provided the basis used equitably allocates such costs. Revenues are not
generally appropriate for distributing these costs. Where the home office cannot
determine its costs bv functions and allocate them on a functional basis, the home
office must allocate its costs as one cost center of pooled costs [emphasis added!.
Subsection 2 of Section D, is entitled "For home office accounting period beginning on or after
January 1. 1983:
a. Pooled home office costs must be allocated on the basis of inpatient days, provided
the entire chain consists solely of comparable inpatient health care facilities (e.g., the
entire chain is composed solely of short-term inpatient hospitals)....
b. Pooled home office costs must be allocated to chain components on the basis of
TOTAL COSTS if the chain is composed of either unlike health care facilities ( e.g., a
combination of short-term hospitals, long-term hospitals, and home health agencies or
a combination of health care facilities and non-health care facilities (i.e., facilities
engaged in activities other than the provision of health care). Under this basis, all chain
components will share in the pooled home office costs in the same proportion that the
total costs of each component (excluding home office costs) bear to the total costs of all
components in the chain. Total costs are costs before Medicare adjustments are made
[emphasis added].
Where a chain consists of health care facilities and organizations carrying on
other types of activities, pooled costs can be initially allocated to the health care
facilities and non-health care facilities on an appropriate basis depending upon the
organization of the chain, subject to intermediary approval as explained in the
following paragraph. After this initial allocation has been performed, the pooled
costs allocated to the health care facilities must then be distributed to these chain
components in accordance with the requirements of paragraph a. or b., above, as
appropriate.
If evidence INDICATES that the use of a more sophisticated allocation basis would
provide a MORE PRECISE ALLOCATION of pooled home office costs to the chain
components. such basis can be used in lieu of allocating on the basis of either inpatient
days or total costs. However, intermediary approval must be obtained before any
substitute basis can be used. The home office must make a written request with its
7

justification to the intermediary responsible for auditing the home office cost for approval
of the change no later than 120 days after the beginning of the home office accounting
period to which the change is to apply.
DHCF used the methodology set forth in Section 2150.3(D)(2)(b) of the Provider
Reimbursement Manual, since FHP, Inc. is composed of health care and non-health care
facilities. There is no disagreement that FHP consists of a combination of health care facilities
and non-health care facilities, including an art gallery and a life insurance company, and
therefore, Section 2150.3(D)(2)(b) of the Provider Reimbursement Manual is applicable.
According to that methodology, "All chain components share in the pooled home office costs
in the same proportion that the total costs of each component (excluding home office costs) bear
to the total costs of all components in the chain." Petitioner's Exhibit 8 sets forth this
methodology used by DHCF showing the undisputed actual numbers used in the audit. The total
Home Office cost for FHP, Inc. was $58,601,592 for fiscal year 1991. FHP of Utah's expenses
(health delivery costs and administrative expenses, excluding allocations to the Home Office)
were 5116,822 or 9.7137% of the total regional expenses for all FHP, Inc.'s operating units.
This methodology would allocate $5,692,361 to the Home Office from FHP of Utah.
FHP Inc., believes that it has "a more sophisticated allocation basis" that "would provide a more
precise allocation of pooled home office costs to the chain components." than the total cost or
cost on cost methodology set forth by the Provider Reimbursement Manual and used by DHCF
in its 1991 audit.
FHP of Utah used a two-step allocation methodology set forth in Petitioner's Exhibit 13. Using
this methodology, the total Home Office costs of $58,601,592 were first allocated among the
seven health care operating units and the six non-health care operating units. Next the remaining
556,514,888 used for health care delivery was re-allocated to the seven health care operating
units on the basis of member months. A "member month" was defined at the formal hearing
as "a cumulative accounting of membership/ by Ms. Wilcoxson, FHP of Utah's Senior
Financial Analyst. FHP of Utah had 2,503,159 member months for fiscal year 1991; its
percentage of the total member months for the seven health care facilities was 26.1339%. This
methodology would allocate $14,769,550 to the Home Office from FHP of Utah.
Prior to its two-step member month allocation, FHP of Utah initially submitted to DHCF a
proposed allocation of Home Office costs which was also not verifiable and 'ruled to be
inappropriate by the DHCF auditors. That proposed allocation of Home Office costs was based
upon estimated cost. Kent Smith, DHCF auditor testified: "I think it was probably based on
somebody saying I spent x amount of time doing this so just look at percentage. It wasn't
verifiable type cost and FHP realized it also, after we started talking about it."
Much of the hearing focused on the degree to which FHP needs to prove its contention that its
member month methodology is "a more sophisticated allocation basis" and "would provide a
more precise allocation of pooled home office costs to the chain components/ as required by
Section D (2)(b) of the Provider Reimbursement Manual.
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Utah Administrative Rule R410-14 governs the Division of Health Care Financing's hearing
procedural policies and addresses the burden of proof necessary to prevail in a formal
administrative hearing before the Division. R410-14-2(l)(vii) states in relevant part:
(I) A party has the burden of proving by a preponderance of the evidence
whatever facts it must establish to sustain its position. A provider always has the
burden of proof to show that services were, in fact, rendered as billed.
(J) The burden of proof as to a particular fact is on the party against whom a finding on
that fact would be required in the absence of further evidence [emphasis added].
Since the Provider Reimbursement Manual requires the use of a methodology for pooled costs
that is subject to intermediary approval, and therefore, the requirement of further evidence, the
burden of proof under subsections I and J, above, is on FHP. "Preponderance of evidence" is
defined in pan in Black's Law Dictionary as proof that is "more probable than not."
The same conclusion that is reached procedurally is reached substantively by applying the plain
language of the CFR regulations and the Provider Reimbursement Manual. Title 42 CFR 413.24
requires "adequate cost data" that must be "based on their financial and statistical records which
must be capable of verification by qualified auditors" [emphasis added]. The adequacy
requirement "implies that the data be accurate and in sufficient detail to accomplish the purposes
for which it is intended" [emphasis added]. The purpose for which the data are intended in this
case is, according to 42 CFR 413.24, to provide a "more sophisticated method designed to
allocate costs more accurately" [than the cost on cost method] [emphasis added]. Similarly, the
purpose for which the data are intended according to the Provider Reimbursement Manual is to
"indicate that the use of a more sophisticated allocation bases would provide a more precise
allocation of pooled home office costs such as can be used in lieu of allocation on the basis of
total costs." The plain language of the regulation and the Provider Reimbursement Manual
require an indication based on statistical records capable of verification bv qualified auditors,
not merely assumptions, or some evidence that the proposed methodology might be more precise
or more sophisticated. Even evidence that would seem likely to be me more accurate is not
legally sufficient in the absence of verifiable financial and statistical records which are capable
of being audited by qualified auditors. Title 42 CFR 413.24 states that these requirements are
a "reasonable expectation on the part of any agency paying for services on a cost-reimbursement
basis."

A. Revenues are generally not appropriate for distributing pooled costs and FHP of Utah's
premiums are revenue.
As quoted in the last paragraph of Section D of the Provider Reimbursement Manual (above),
revenues are not generally considered an appropriate way of distributing pooled costs.
In the FHP Inc. staff models, such as FHP of Utah, members pay a set premium per month
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whether or not they avail themselves of health care. In other words, such premiums form the
basis of revenue for the FHP staff model health care operating units, a method the Provider
Reimbursement Manual generally rejects.
Oscar Fuller, CPA and Audit Manager for DHCF, testified as follows, confirming the Provider
Reimbursement Manual's reservations about the use of revenue upon which to base a cost
methodology:
I think that revenue is like a moving target. If you charge somebody $100, but you only
collect $80, is the revenue the $100 or the $80?
Revenue has the availability to be manipulated quite a bit based on the payor source, the
individual that is seeking services, whether he can pay it or not pay it, and to what
degree so revenue is not in the regulation on our cost finding method to allocate costs
because its so subject to interpretation and manipulation. You can use total charges to
insure a breakout of who is—if a provider has a lot of cost you have people come in and
seek services and they generate a bill and they identify who the payor of that bill should
be-whether it's Medicare, Medicaid, private insurance, whatever. As long as they
generate a charge for every service they provide that is an allowable statistic for
outpatient costs.
Kent Smith, CPA and Medicaid auditor, who performed some of the field work on the 1991
fiscal year audit of FHP of Utah, also testified that revenue was not an appropriate methodology
for allocating home office costs:
Member months kind of follows revenue, and it's not a real good method for
allocating costs because it doesn't follow utilization.

B. The cost on cost methodoloev is more precise, verifiable, and less subjective than FHP of
Utah's proposed member month method which involves averaging.
Oscar Fuller, Audit Manager of DHCF, testified to the steps for allocating pooled home office
costs for unlike facilities in a chain as set forth in the Provider Reimbursement Manual:
What we try to do is allocate cost from the home office down to the entities. The
first allocation that we look for is direct cost. If there is airplane aviation—
they're going to fly an individual from corporate down to FHP, Utah, for a
meeting that is related to patient care, the cost would be allowable as long as it
is reasonable. That would be an example of a direct allocation. You would take
the cost and put it there. The Home Office would generally do that, directed
cost, everything they can first to the various entities that they are controlling.
That would be the first step. The next procedure we'd be looking at is: 'Is there
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a functional allocation basis to then make that second cut, to say what costs go
to the different entities. After you go through those two basic procedures there
is going to be a remainder of costs and we call those pooled costs; they are not
identifiable or functionally allocated to any place so as long as they are an
allowable cost that Medicaid/Medicare would participate with, you have to
allocate those out, and you have to have some basis to do so, and we use
accumulated costs or cost on cost as we're talking about here. So each entity that
is controlling has its local costs. FHP, Utah have some direct costs that have
been directly assignable from corporate, functional costs assigned to the corporate
based on a statistical basis, a functional basis; then the remaining pooled costs,
you add up all the remaining entities' costs, total costs, and they become a
percentage of the total and then the rest of the pooled costs can get allocated,
down.
Mr. Fuller testified as to the reason, in his expert opinion, that cost on cost was the default
procedure set forth in the Provider Reimbursement Manual:
Cost is auditable, verifiable, it reflects effort to deliver a product, it's less apt to be
subjective, or subject to guessing; you can trace the expenditure to a bank account, you
can see cash being used, you have all the basic accounting records to support the
expenditure. It works.
Mr. Fuller testified that in his opinion the member month methodology proposed by FHP of
Utah was not a more sophisticated or accurate method:
My opinion is that it is not a more sophisticated method; it's kind of an average;
it gives the same value to every member across all their operations regardless of
the utilization of usage. It's an average or less sophisticated.
C. There are too many variables in FHP. Inc.'s structure and various operating units to
determine whether FHP of Utah's member month methodology is more precise and or
sophisticated, without verifiable statistics that are capable of being audited.
FHP, Inc. allocates its Home Office costs to 13 different operating units: California Staff
Model, California IPA, Utah, Arizona, New Mexico, Guam, HML Guam, Nevada, FHP Life
PPIC, Hippodrome, Ultra Link, and FHPIC [Petitioner's Exhibit 3]. The Home Office
provides the following services: financial, health care delivery, human resources, government
affairs, Washington DC Office, law, management information systems, marketing and sales,
facilities, and corporate executives. Regarding FHP of Utah, all of the expenses for services
related to patient care are allowable. Non-allowable expenses would include such things as
FHP Inc.'s barber shop and lobbying activities carried on by the Government Affairs
Washington DC Office.
Of its 13 different operating units, seven provided health care in 1991, amounting to a pool of
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$56,514,888 of FHP Inc.'s Home Office costs. Some of those seven were IPA (Independent
Physician Association) models, such as California IPA, and others were staff models, such as
Utah. The IPA operating units are those in which FHP, Inc. contracts with independent
physicians and other medical providers to perform medical services to Medicare patients for
FHP in their own facilities. Ms. Wilcoxson testified that in the IPA environment, FHP Inc.
acts like a broker, in that it pays these outside providers 80-85% of the revenue that is received
to provide health care to the Medicare population. Ms. Wilcoxson testified that the payment that
is made to the outside providers is treated as an expense on the books, so the IPA expenses seem
inflated, but are not, because they involve the payment of a contractual obligation rather than
day to day operational expenses in the staff models. The staff models are those operating units
in which FHP hires its own physicians and medical providers, and houses them in FHP facilities.
The staff models receive their revenue in the form of member month premiums, i.e., each
enrolled member pays a predetermined amount each month whether or not the member uses any
health care from the operating unit. There was testimony that IPA models cost the Home Office
less than the staff models because the IPA models do not use Home Office human resource
functions. Petitioner's Exhibit 9 shows CA IPA having only 20% of the total member months,
but being allocated over 35% of Home Office costs when the cost on cost allocation
methodology was applied. The same Exhibit shows Utah with 26% of the total member months
and being allocated only 10% of the Home Office costs.
The State contended that a large part of Home Office costs, the claims processing or MIS
services, would be used more in the IPA models with high senior populations than in a staff
model like Utah with younger enrollees. Mr. Wright testified that the senior enrollees access
the health care operating units approximately four times more than younger enrollees. Ms.
Wilcoxson also agreed that people of different ages typically utilize FHP, Inc.'s health care
resources in different amounts, but refused to acknowledge that member months for senior
members in an IPA operating unit would result in more claims to the computer hardware in the
Home Office than a staff model such as FHP of Utah:
Assistant Attorney General: Would you agree that people of different ages
typically utilize FHP's resources in different amount?
Ms. Wilcoxson: True.
Assistant Attorney General: So if I process 50 claims as an elderly member and
then another member uses just one claim, the Home Office would have greater
costs for the person who has 50 claims than the person who has only one claim?
Ms. Wilcoxson: That' not necessarily true; it depends on the complexity of the
claim. If you have a person with six simple claims, it would not take as much
time as somebody who had a very complex claim.
Assistant Attorney General: But again membership does not equate to usage of
claims hardware and software in the Home Office.
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Ms. Wilcoxson: It may or may not. If you're saying that a member might utilize a
system more, might take more time, that isn't necessarily true. A member might utilize
a system more, but have simpler claims.

Although FHP's contentions about Home Office use in the IP A versus the staff models make
sense, so does the State's contention that a higher volume of claims in an IP A would cause more
use of Home Office resources than in a staff model such as Utah, with a younger population
base, despite the complexity of particular claims. Neither, one, or both of these contentions
could be true. Without verifiable data and statistics capable of being audited by qualified
auditors, none of these theories has been proved.
Ms. Wilcoxson testified that the cost on cost allocation methodology was not equitable, because
the methodology did not involve the use of "like statistics." She contends member months are
equitable because they are "like statistics." However, in examining the evidence regarding FHP,
Inc,'s various operating units, there are so many variables, that it seems improbable that the use
of one common denominator could make much of a difference in improving accuracy. The
chain has so many different operations, health plans, geographical locations, age groups and
types of enrollees™including Medicare, Medicaid, and commercial. Without verifiable data
capable of being audited by qualified auditors, it is impossible to determine whether or not the
use of like statistics in this instance would be more accurate or precise than cost on cost
methodology.
Ms. Wilcoxson testified: "I think that we have proved that member months is equitable in that
it allocates the same dollars for each member month to each region, so that the higher the
member months are in a particular operating unit, the more the Home Office cost is allocated
to them." However, testimony that an individual from any operating unit would use the Home
Office about the same was not supported. Furthermore, this testimony was contradicted by a
letter dated February 28, 1994, from Lloyd Wright to Joan Gallegos, DHCF. That letter states
in relevant part:
In the course of our meeting, I discussed the impact that the IPA fund expenses
of the other operating FHP Regions would have on distorting the percentage of
cost allocation. Because of the above clarification, I am having our accountants
recompute a percentage to total cost allocation which would exclude the IPA costs
in our other regions. I would anticipate having this analysis complete in ten (10)
days. Upon completion of this analysis I would like to schedule a meeting with
Roy Dunn and Oscar Fuller to review this methodology.
Mr. Wright testified that the FHP accountants had not recomputed a percentage to total cost
excluding the IPA regions, other than the two-tier member month methodology. Mr. Wright
testified that the State's understanding that some kind of analysis beyond the member month
methodology presented at the formal hearing was a misunderstanding of his letter.
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Kent Smith testified that DHCF had not received sufficient information pursuant to the Provider
Reimbursement Manual to accept FHP of Utah's member month methodology. Specifically, he
testified that the member month methodology was too simplistic given the complexity of FHP.
Inc.'s operating structure:
It's a simplistic method and if it would work, it would be great. I'd like to see
it work, but I can't because they have unlike health care plans with the different
regions, and again, we come back to this revenue thing we talked about earlier....
Now we've talked about the perfect member or client—one who wouldn't use the
facilities at all and some of the senior members will use them lots. You have
different mixes of these senior and perfect clients in the various areas, so if you
go to allocate costs on the basis of utilization, picking a member month is not a
good way. And when we discussed the two-tier allocation method, being
allocated on what the regulations say are inpatient days, but because FHP doesn't
have all hospitals, it just won't work for FHP. And I'm not sure if there is a
basis for FHP. short of spending monev and time to come up with a good cost
accounting system to allocate their costs.
II. FHP OF UTAH DID NOT MEET ITS BURDEN OF PROOF THAT ITS PROPOSED
MEMBER MONTH METHODOLOGY IS MORE ACCURATE OR SOPHISTICATED THAN
DHCF'S COSTS ALLOCATION METHODOLOGY.
The pivotal question in determining how to allocate Home Office costs to each of FHP Inc.'s
operating units should be: "Who uses the Home Office of FHP. Inc. and to what degree?" Not
only is that a matter of common sense when State and Federal taxpayers are ultimately paying
the costs, but the law itself recognizes the general principle of paying for what is used in a
precise and reasonable manner where reimbursement is made on a cost basis:
Adequate data capable of being audited is consistent with good business concepts
and effective and efficient management of any organization, whether it is operated
for profit or on a non-profit basis. It is a reasonable expectation on the part of
any agency paying for services on a cost basis [42 CFR 413.24].
Although Ms. Wilcoxson testified that it costs the same for the Home Office to service a
member regardless of the member's operating unit, the Assistant Attorney General was unable
to elicit any testimony that the Home Office was providing services in any quantifiable
relationship to member months, because no auditable or verifiable data was provided to support
the assertion.
On cross examination the Assistant Attorney General asked: "Are you aware of any data or
studies that you have participated in that would be verifiable, auditable, as you understand those
terms as a financial expert, that would support utilization of Home Office resources by the
various operating units of the FHP system?" Ms. Wilcoxson replied: "Not to my knowledge."
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She also admitted that she had no idea how much Utah uses the Home Office MIS resources,
a large part of Home Office expense, as compared to California and Arizona.
Ms. Wilcoxson admitted that it would be preferable if FHP Inc.'s Home Office had an MIS
system programmed with a code that would distinguish the amount of processing time that was
attributable to the various operating regions, e.g., 25% for Arizona and 10% for Utah (a
functional cost allocation). Ms. Wilcoxson testified that FHP has always been aware that
functional cost allocation was an option that could be supported by verifiable and auditable data,
but FHP had not availed itself of that option.
As discussed in Subsection C, above, Ms. Wilcoxson testified that she did not believe that the
cost on cost allocation methodology was equitable, because the methodology did not involve the
use of "like statistics." On cross examination, however, Ms. Wilcoxson admitted that FHP of
Utah assumed in its methodology that the total package of Home Office costs equates to the
number of enrolled members in the particular operating units: "That's the assumption we're
making in this, and as Mr. Slagle pointed out, we are basically giving up some costs because
it does not cost as much for the Home Office to service an IPA region as it does a staff model,
because you don't have a staff involved.
It seems as though FHP of Utah has made some reasonable assumptions that more Home Office
costs are used by staff models than IPA models for human resources. Perhaps it has made other
reasonable assumptions in its choice of the member month proposed methodology. However,
reasonable assumptions cannot be used as a substitute for verifiable and auditable data as
required by 42 CFR 413.24.
III. ADVERTISING—THE APPLICABLE LAW AS APPLIED TO THE FACTS OF THIS
CASE.
The applicable law for advertising costs related to patient care are found in Section 2136 of the
Provider Reimbursement Manual. Section 2136.1 pertains to allowable advertising costs and
states in pertinent part:
Allowable Advertising Costs.—Advertising costs incurred in the connection with the
provider's public relations activities are allowable if the advertising is primarily
concerned with the presentation of a good public image and directly or indirectly related
to patient care. Examples are: visiting hours information, conduct of managementemployee relations, etc....
Costs of activities involving professional contacts with physicians, hospitals,
public health agencies, nurses' associations, State and county medical societies,
and similar groups and institutions, to apprise them of the availability of the
provider's covered services are allowable. Such contacts make known what
facilities are available to persons who require such information in providing for
patient care, and serve other purposes related to patient care, e.g., exchange of
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medical information on patients in the provider's facility, administrative and
medical policy, utilization review, etc. Similarly, reasonable production and
distribution costs of informational materials to professional groups and
associations, such as those listed above, are allowable if the materials primarily
refer to me provider's operations or contain data on the number and types of
patients served. Such materials should contribute to an understanding of the role
and function of the facility as a provider of covered health care in the community.
Costs of informational listings of providers in a telephone directory, including the
"yellow pages," or in a directory of similar facilitates in a given area are allowable if the
listings are consistent with practices that are common and accepted in the industry.
Section 2136.2 of the Provider Reimbursement Manual pertains to unallowable advertising costs
and states in pertinent part:
Costs of advertising to the general public which seeks to increase patient utilization of
the provider's facilities are not allowable. Situations mav occur where advertising which
appears to be in the nature of the provider's public relations activity is. in fact, an effort
to attract more patients. An analysis by the intermediary of the advertising copy and its
distribution may then be necessary to determine the specific objective. While it is the
policy of the Health Care Financing Administration and other Federal agencies to
promote the growth and expansion of needed provider facilities, general advertising to
promote an increase in the patient utilization of services is not properly related to the
care of patients.
Mr. Wright testified that Petitioner's Exhibit 19 represented the charge from FHP, Inc. as FHP
of Utah's advertising expenses related to radio, television, and newspapers. He testified that
12% "represents the portion of $316,000 that made it to the Medicaid report/' The total
Medicaid Portion of Corporate Advertising allocated to FHP of Utah, and disallowed by DHCF
is $38,449 [see Petitioner's Exhibit 19]. The Petitioner agreed that the hearing record, including
a video viewed during the formal hearing [Petitioner's Exhibit 20], Petitioner's Exhibit 21,
submitted after the hearing but prior to the closing of the record, and the testimony of Mr.
Wright would give the Court a sample upon which to make a ruling whether or not the
disallowed advertising costs fit within the criteria set forth in the Provider Reimbursement
Manual.
FHP of Utah contended that its advertising was primarily concerned with the presentation of a
good public image and not to increase patient utilization. FHP alleged it does not want to
increase utilization. Mr. Wright testified: "Our ideal member is someone who does not use
us," but he also testified that the theme of the advertising was: "Choose our plan instead of
somebody else's." When asked whether choosing FHP of Utah's plan would not increase
utilization, Mr. Wright replied: "It would increase our revenue base. Whether or not they get
sick determines whether they increase utilization."
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DHCF contended that with any growth, even in a healthy client base there would be some
increase in utilization and therefore, the disallowed advertising was in contravention of Section
2136.2 of the Provider Reimbursement Manual. In its position paper filed to the hearing [ALTs
Exhibit 1], DHCF stated:
FHP does maintain a marketing department cost center entitled "Medicaid Marketing/
We understand the activities of the Medicaid Marketing Department are primarily to
advise Medicaid clients regarding facilities and services available. Advertising cost
allowed for this department and also the supervisory Marketing Director cost center
amount to:
FY 1991 $927,649
DHCF felt this allowance was more than fair to FHP. Advertising to the general
public may be a rational business decision but if it is not related to the delivery
of health services it is not allowable.

On cross examination, Mr. Wright testified as follows in response to the Assistant Attorney
General's questions regarding advertising:
Assistant Attorney General: Let's assume I'm a Medicaid recipient and I've got
either a fee for service or HMO [health maintenance organization] product and
I saw this ad [Petitioner's Exhibit 20], would this be intended to induce me to
enroll in FHP as a good provider?
Mr. Wright: I would hope that it would because the cost may not be an issue,
but what I would hope you to gain from that is that when you go and enroll for
carrier benefits at the State office, you would select HP because they've been in
business for over 30 years, and if you do need to get in and see a doctor, we will
provide access for you.
Assistant Attorney General: So increasing enrollment is certainly one of your purposes
of this advertising?
Mr. Wright: Yes; it is.

The advertising demonstrated in the hearing record, and disallowed by DHCF, was in good taste
and seemed concerned with the presentation of a good public image. However, the Provider
Reimbursement Manual prohibits advertising which seeks to increase patient utilization, and
allows only advertising primarily concerned with the presentation of a good public image. The
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policy in the Provider Reimbursement Manual is best understood in the context of the examples
provided of allowable advertising, e.g., "visiting hours information, conduct of employee
relations, etc." Also, Mr. Fuller's interpretation of the policy was based on his many years of
experience with DHCF and what is allowable under Medicare. He testified:
In our auditing, the standard we're looking at is if it's related to patient care, and
if it's not to increase utilization. Utilization would be your advertising focused
to draw people in to your facility for services, draw them in to increase your
revenue. Spots that tell how good we are, but they're not providing information
to the members as far as hours of operation and services provided. There's a lot
of documentation that we allow that you may meet with a prospective member.
Services rendered—those kind of advertising costs would generally be allowable
for information to the recipients, the members as far as hours of operation and
services provided. There's a lot of documentation, printed material that we allow
that you may meet with a prospective member and you hand them a brochure
with hours of operation, maybe they have a specialist at a particular place. That
kind of information is allowable. And that's pretty much the criteria we've used.
Medicare takes the same approach. It's very restrictive. Advertising to increase
utilization is just not allowed.

Therefore, based on the hearing record as a whole, the Petitioner did not prove by a
preponderance of the evidence that the disallowed advertising costs were primarily seeking a
good public image and not to promote an increase in the patient utilization of services.

RIGHT TO REVIEW
This Recommended Decision will be automatically reviewed by the Department of Health,
Division of Health Care Financing, prior to its release. Both the Recommended Decision and
a Final Agency Action, which represent the results of that review, will be released
simultaneously by the Department of Health, Division of Health Care Financing.
DATED this
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day of October 1994

Ma
Administrative Law Judge
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Case No.

94-097-68

EXHIBITS

The following exhibits were admitted into evidence:

PETITIONER'S EXHIBIT #1:

UtahDept. of Health/FHP of Utah, Inc. FY 1991 Contract

PETITIONER'S EXHIBIT #2:

FHP, Inc.-Profit/Loss Model

PETITIONER'S EXHIBIT #3:

Overview of FHP

PETITIONER'S EXHIBIT #4:

Type of Services Provided by Home Office

PETITIONER'S EXHIBIT #5:
Costs

Allowable and Non-allowable Home Office

PETITIONER'S EXHIBIT #6:

Letter dated March 17, 1994 to Lloyd Wright from DHCF

PETITIONER'S EXHIBIT #7:

Example of Cost on Cost Allocation

PETITIONER'S EXHIBIT #8:
Allocation

Actual Numbers Used in Cost on Cost

PETITIONER'S EXHIBIT #9:

Home Office Allocation

PETITIONER'S EXHIBIT #10

FHP, Inc.

PETITIONER'S EXHIBIT #11

Medicare Geographic Practice Indices

PETITIONER'S EXHIBIT #12

Example of Two-Step Allocation

PETITIONER'S EXHIBIT #13

Actual Numbers Used in Two-Step Allocation

PETITIONER'S EXHIBIT #14

Reallocation of Pooled Costs for Health Care Regions

PETITIONER'S EXHIBIT #15

Two-Step Allocation Graph
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Addendum B

Contract #89-2272
Amendment #2

UTAH DEPARTMENT OF HEALTH
\;
DIVISION OF HEALTH CARE FINANCING

AMENDMENT TO CONTRACT WITH

CEIVED
NOV 1 1 1994
LAW DEPARTMENT

FHP OF UTAH, INC.

NAME GF CONTRACT:

FHP of Utah, Inc.

CONTRACTING PARTIES:
This contract is between the Utah Department of Health, Division of
Health Care Financing, herein referred to as The Department, and FHP of Utah*
Inc., herein referred to as FHP.

PURPOSE OF AMENDMENT:
This amendment defines rates for services rendered to Medicaid enrollees
under the contract ror the period July 1, 1990 through June 30, 1991, and
redefines the scope of some services in the original contract.

CHANGES AGREED UPON:
1.

The "Premium Rates" identified under Section VII. "Payments" are modified
as follows:
AFDC
Male
Under 21
Rate

AFDC
Male 21
and Over
Ra£e

AFDC
Female
Under 21
Rat?

AFDC
Female 21
and Over

Rate

Aged
Rate

$59.87

$118.51

$67.21

$116.90

$120.77

Blind
Rate

Disabled
Male
Rate

Disabled
Female
Rat;?

Medically
Needy
Children
Rat;?

Medically
Needy
Children
Rate

$141.12

$268.91

$180.26

$53.60

$176.61

r>-.~_

i

~-<r

(c) FHP will pay The Department-25% (twenty-five percent) of any surplus
in excess of 4% (four percent) of total premium and delivery payments up
to the point at which the surplus equals 14% (fourteen percent) of total
premium and delivery payments. FHP will pay The Department 75% (seventyfive percent) of that part of any surplus greater than 14% (fourteen
percent) of total premium and delivery payments.
(d) The Department will pay FHP 75% (seventy-five percent) of any loss
up to the point at which the loss equals 14% (fourteen percent) of total
premium and delivery payments. The Department will pay FHP 25% (twentyfive percent) of that part of the loss which exceeds 14% (fourteen
percent) of total premium and delivery payments.
(e) FHP will prepare the financial analysis and reports required under
this agreement. The Department will have 30 days to audit and review the
reports and supporting documentation.
(f) Payments under
December 31, 1991.

4(c) and

4(d)

above

will

be

due on or before

Attachment A, page 7, shall be modified by adding paragraph 10 as follows:
10. Children requiring occupational
Handicapped Childrens Services.

Attachment
follows:

A,

therapy

will

be

referred to

page 4, shall be modified by adding paragraph 2(c) as

2(c). Orthodontic
services
for
children
with
handicapping
malocclusions will not be a covered service under this agreement.
—Children with such malocclusions will be referred according to The
Department•s instructions.

PROHIBITION AGAINST IMPROPER INCENTIVE PAYMENTS. FHP agrees to comply
with Federal requirements, if any, prohibiting incentive payments to
improperly reduce or limit services to Medicare beneficiaries and
Medicaid recipients.
Section VII. "Payments," Paragraph C, "Service Provided to Potential
Enrollees Pior to Certification." shall be modified as follows:
FHP as an integral part of this Contract agrees to provide to Medicaid
individuals who have tentatively enrolled in FHP, but have not yet been
certified, urgent medical care on an ambulatory basis at FHP medical
facilities only. FHP shall not be liable for hospitalization expenses
prior to certification or medical services received by Medicaid
individuals not authorized or arranged for by FHP. A compensatory amount
of $1.10 per enrollee has been incorporated in the rates in lieu of
fee-for-service billing.
Effective July 1, 1990, an "additionalcompensatory amount of $0.10 (ten cents) per enrollee has been
incorporated in the rates in lieu of fee-for-service billings for
services at a hospital where FHP physicians are on call to meet the needs
of the hospital and are required to provide services to non-FHP Medicaid
recipients.
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UTAH DEPARTMENT OF HEALTH
SIGNATURE PAGE - STATE APPROVAL
CONTRACT NAME:

FHP OF UTAH INC.

CONTRACT NUMBER:

89-2272 Amendment #2

CONTRACT PERIOD:

July 1, 1990 Through June 30, 1991

HEALTH CARE FINANCING APPROVALS:

Bureau of Managed Health Care
Date

DEPARTMENT/STATE APPROVALS:

Department of Health, Bureau of Finance
Date

Management Services Coordinator
Date

State Division of Finance
Date

Bureau of Financial Services
Date

State Division of Purchasing
Date

APPROVAL BY DIVISION DIRECTOR!

Rod Betit, Director
Division of Health Care Financing
Date

IM WITNESS WHEREOF, the parties have agreed to the provisions of this amendment ana cause this
be executed.
CONTRACTOR: FHP of Utah Inc.
SIGNATURE OF AUTHORIZED INDIVIDUALS

By:
TYPED NAHES:

Michael A. Graham

TITLES: Associate Regional Vice President DATE:
Federal tax ID#

UTAH DEPARTMENT OF HEALTH
! SIGNATURE OF AUTHORIZED INDIVIDUAL
I
! By:
I TYPED NAME:
J TITLE:

J. Brett Lazar. M.D.. M.P.H

Deputy Director

DATE:

to

SPSCIAL rPQVISICTS
:. M?j;£:;s^:?ns :? :^e 5engrgi Provisions

It is aareed that General Provisions 8, 14 and 13 are not
applicable to this contract.

LL.

definitions

For the purpose of the Contract:

'Enrollee' snail mean any person (1) who, at the time of
enrollment, resiaes, and continuously resides, within the
geograpnicai limits of Box Elder, Davis, Morgan, Salt Lake, Utah, or
Weber county; (2) whose name appears on a certified, supplemental
certified, reinstate certified, or pending list and has not
subsequently been disenrolled; (3) who chooses to enter the program:
and (4) who is accepted for enrollment by FHP according to the
conditions set forth in this Contract.

Persons eligible for Medicaid

under the new COBRA PG (pregnancy) category will not be enrolled in
FHP.

The phrase "continuously resides" neans no absence from the
service area outlined in Section III for greater than thirty (30)
consecutive days.

Should this continuous residence requirement be

breached, disenrollment of the person who has not maintained
continuous residence has occurred with respect to this Contract
whether or not such person appears on any certified list.

"Program" shall mean the delivery of medical and related
services by FHP to enrollees in accordance with the terms of this
Contract.

"Marketing area," "service area," or "enrollment area" means the
counties enumerated in Section III.
0129t
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health care plans available in that enrollment area.

The

Department shall inform potential enroilees of the benefits
provided by ail health care providers and shall require the
applicant to sign a choice of health care delivery form
(12406-56).

This form establishes intent to enroll and

initiates the action to add the potential enrollee to the
monthly certified list.

An FHP representative shall provide

said potential enrollee specific written and oral instructions
on the use of FHP benefits or procedures, including availability
and accessibility of all covered benefits and services.

The FHP

Representative will have said potential enrollee sign an
Enrollment Agreement or other application which signifies that
the potential enrollee understands and agrees to be bound btf
said agreements and which will enroll them.

The Department

covenants that it will not make any statements or
representations to potential enroilees about the services and
benefits available from FHP contrary to the literature prepared
and currently in use by FHP.

FHP shall have a continuous open enrollment period that meets
the requirements of Section 1301(d) of the Public Health Service
Act.

The Department shall certify, and FHP agrees to accept

individuals who are eligible to be enrolled in this program under the
provisions of this Contract:

(a)

in the order in which they apply;

(b)

without restrictions unless authorized by the Secretary of
HHS; and

(c)

up to the enrollment limits set in the Contract.

The Department and FHP agree that no potential enrollee shall be
pre-screened or selected by either party for enrollment on the basis
of pre-existing health problems except where specifically addressed
in this

Contract, such as, medical assistance under the COBRA PG

category.
0129t
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subsequently, after any sixth-month increment of continuous
enrollment.

Enrollees shall have the riant to disenroii at any time

with cause, effective within 30 days after tne last cay of the month
in wnich written notice is given.

Enroilees who lose eligibility for

enrollment at month end who then regain eligibility within the first
ten days of the next month, will be identified on a supplemental
certified list by the 12th of the month and will be supplied by the
Department with a Medicaid card.

Such persons will appear on the

reinstate certified list the following month.

The Department shall approve or deny each enroilee disenrollment
request initiated by FHP within thirty '20) cays of receipt of the
disenrollment request.

Failure by the Department to deny sucn

request within such thirty (30) day period snail constitute approval
of such disenrollment request.

Each enroilee in FHP under this

Contract shall be enrolled for the period of the Contract or, the
period of Medicaid or RRP eligibility/ or until such person
disenrolls or is disenrolled, whichever is less.

Until the

Department notifies FHP that an enroilee is no longer Medicaid or RRP
eligible, FHP may assume that the enroilee continues to be eligible.
Each enroilee shall be automatically re-enrolled at the end of each
month unless that enroilee notifies the Department and FHP,

m

writing, of an intent not to re-enroll in FHP prior to the benefit
issuance date.

Notwithstanding any provision hereof to the contrary, the
Department agrees that if a new enroilee is hospitalized or receiving
other medical services not authorized by FHP on the date the new
enroilee*s name appears on the FHP certified list, supplemental
certified list, reinstated certified list or pending list, the
obligation of FHP to provide benefits and services to such person
will commence on the day following proper termination of such care.
If an enroilee is hospitalized on the date that his/her name appears
on the FHP enroilee delete certified list or he or she is otherwise
disenrolled under this Contract.

FHP will remain

0129t
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FHP may initiate termination of any enrollee's participation in
~

the program ( "disenrollment") upon one or more cf the fcilowmg
grounds:

For reasons specifically identified in the Memoer Hanabooic
and Certificate of Benefit.

When the enrollee ceases to be eligible for medical
assistance under the State Plan, in accordance with Title
42 USCA, 1396, et. seq., and as finally determined by the
Department.

Upon termination or expiration of the Contract.

Death of the enrollee.

Confinement of the enrollee in an institution when
confinement is not a benefit of FHP.

Benefits are

described in Attachment A.

Violation of enrollment requirements developed by FHP and
approved by the Department but only after FHP ana/or the
Medicaid client has exhausted the applicable internal
grievance procedure except as otherwise provided herein.

Except as otherwise provided herein* to initiate disenrollment
of an enrollee*s participation in the program, FHP shall give the
enrollee and the Department thirty (30) days written notice of the
proposed disenrollment, and shall notify enrollee of his/her
opportunity to invoke the internal grievance procedure as aforesaid
and appeals therefrom for a fair hearing.

If a person is disenrolled because of violation of the
enrollment application or agreement, the Member Handbook or

0129t
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FHP shail net be required to pay for any benefits, definea in
Attacnment A, wnicn the enrollee receives from sources outside the
orooram, not arranoed for and authorized bv FHP except as follows:

H<r

ramiiv riannina services,

Cases of emergency as defined in Attachment A.

Court ordered testing services.

Other court ordered services that are a benefit defined in
Attachment A and which have oeen coordinated with FHP.

Cases wnere the enrollee demonstrates that such services
are within the scope of benefits* were medically necessary,
and were unavailable from FHP.

FHP shall not be required to pay for services not authorized or
arranged for by FHP.

The Department shall not be required to pay for any benefits
available under Attachment A which the enrollee received from any
sources outside FHP.

FHP will not be required to provide, arrange for, or pay for
services to enroilees whose illness or injury results directly from a
catastrophic occurrence of disaster, including, but not limited to,
earthquakes or acts of war.

The effective date of government or the

State of Utah that a Federal or State emergency exists or disaster
has occurred*

VL.

Other Requirements

It is agreed that FHP complies with all requirements of Section
1301 to and including 1318 of the Public Health Service Act.
0129t
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This

provided herein.

In the event rates cannot be agreed upon before the

commencement of a new contract year, FHP can terminate this Contract
in accordance with the Contract termination provisions provided
elsewhere in this Contract.

Enrollees shall not be liable for FHP's debts in the event of
insolvency of FHP.

A provision specifying this term must be included

in suDcontracts.

VII.

Payments

This Contract is a risk contract as described in 42 CFR 447.361.

a.

Premiums,

On or before the 10th day of each month, the

Department shall pay to FHP the capitation fees (premiums) due
for each category shown for enrollees in FHP for that month as
determined by the certified list, supplemental certified list,
and the reinstate certified list.

Medical rates shown below are

based on rate negotiations between FHP and the Department.

Total premium payments during the initial 3 year term of this
Contract will not exceed $50,000,000.

The STATE will not enroll

members in FHP so that this limitation is exceeded.

Premium Bates
«{ \1"

AFDC
Male
Under 21
Rate
$56.34

*

^

AFDC
Male 21
and Over
Rate
$106.32

vi iM*
AFDC
Female
Under 21
$63.26

\ ^
AFDC
Female 21
and Over
$104.81

AFDC
Aged
Rate
$108.46

4j »°
Blind
Rate
$127.63

Disabled
Male
Rate
$248.09

Disabled
Female
Rate
$164.52

Medically
Needy
Children
Rate
$50.43

0129t
11/10/88
Page 12 of 19 Pages

Medically
Needy
Other
Rate
$161.09

c.

Service Provided to Potential Enrcilees Prior to Certif ; - * u ^ .
FHP as an integral part of this Contract agrees to provide to
Medicaid individuals wno have tentatively enrolled in FHP, but
have not yet been certified, urgent medical care on an
ambulatory basis at FHP medical facilities only.

FHP snail not

be liable for hospitalization expenses prior to certification or
medical services received by Medicaid individuals not authorized
or arranged for by FHP.

A compensatory amount of approximately

$1.10 per enrollee, for the first year only of this Contract,
has been incorporated in the rates in lieu of fee-for-service
billings.

This shall not preclude FHP from billing Medicaid

fee-for-service for any Medicaid individuals that do not fall
within the scope of this Contract (e.g. surgical services at ,a
hospital where FHP physicians are on call to meet the needs of the hospital and are required to provide services to non-FHP
individuals).

d.

Medicare "Buy-In."

The Department shall pay the Medicare

"buy-in" for each enrollee on Medicare.

Each enrollee shall

assign FHP his Medicare coverage reimbursement for benefits
received under the program.

The Department shall provide FHP

with a monthly summary of recipients for which the Department
has paid Medicare buy-in.

The Department has included this

factor in rate calculations and comparisons.

FHP shall notify

the Department of any changes to the list of which it is aware.

The Department's financial obligation under this Contract for
Medicare/Medicaid eligibles is limited to the Medicare buy-in
premium and the FHP premium,

FHP is responsible for provide or

arrange for services described in Attachment A for
Medicare/Medicaid enrollees including but not limited to
Medicare deductible and co-insurance.

Attachment B, Table 2,

will identify the total cost to FHP of providing care for
Medicare/Medicaid enrollees.
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In craer to assist FHP m

billing and collectina frcn ether

health insurance plans the Department snail provide FHP with a
monthly listing of eligible enroilees identifying
Plan" where it is Known.

FHP m

Tther Health Care

return shall provide the Department

-nth a listing of eligible enroilees that FHP has independently
identified as being covered by another health care plan.

In addition, FHP shall report monthly to the Department claims
that have been billed to other health care plans but have Deen denied
which would include the following:

•a)

any denied COB claims;

'b)

any accident claims, including but not limited to, cate of
accident, specific type of injury by ICD-9CM code, and next of
kin;

(c)

CHAMPUS (Civilian Health and Medical Program of the Uniformed
Services) claims.

The Department shall collect payments on all types of claims set
forth in (a) through (c) above.

The Department will retain, for

administrative costs, one third of the collections for the period
during which medical services were provided by FHP, and remit the
balance to FHP.

FHP shall rebate to the Department on a quarterly basis any
duplicate premiums paid to FHP for enroilees not reported on the
Department's list.

Payments are deemed duplicate when FHP receives a

premium both from the Department and from another payment source for
the same enrollee.
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FHP shall provide the CHEC program with utilization data
according to the requirements of the program, as set forth in the
CHEC Manual.

FHP shall provide the Department with the following information
submitted at the same time as Attachment B, relating to obstetrical
deliveries performed during the reporting period.
submitted shall be:

The information

name of mother and baby (including maiden name

if known); charges for delivery care separated by mother and baby,
when possible; date of birth of baby; Medicaid identification number
for mother and baby, if known for baby; and DRG or ail ICD-9
diagnosis code assignments made for mother and baby.

FHP shall maintain a medical record keeping system through which
all pertinent information relating to the Medical management of the
enrollee is maintained, organized* and is readily available to
appropriate professionals.

Notwithstanding any other provision of

this Contract to the contrary, medical records covering enrollees
shall remain the property of FHP, and FHP will respect every
enrollee's privacy by restricting the use and disclosure of
information in such records to purposes directly connected with the
enrollee's health care and administration of FHP.

FHP shall use and disclose information pertaining to individual
enrollees and prospective enrollees only for purposes directly
connected with the administration of the Medicaid Program.

The Department and the Secretary of Health and Human Services
shall have the right to audit a n d y i S S ^ ^

an

Y books and records of

FHP pertaining (I) to the ability of FHP to bear the risk of
potential financial losses, or (II) to services performed or
determinations of amounts payable under the contract.
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ATTACEMEWT n
FHP shall provide the followina benefits to enrollees as provided
under Section 1301, a, b. z. cf the Public Health Service Act, and in
accordance with Medicaid benefits as defined in the Utah State Plan and
tr.e Request for Proposals.
1.

REQUIRED SCOPE OF MEDICAL SERVICES:
FHP shall provide at least the following benefits to Medicaid enrollees.
FHP shall have the right to arrange for all benefits except in cases of
emergency and court ordered services. FHP must provide ail covered
emergency services 24 hours a day and 7 days a week. Emergency services
are services needed immediately because of an injury or sudden illness;
and time required to reach FHP's facilities* or the facilities of a
provider with which FHP has arrangements, would have meant risk of
permanent damage to the recipient's health.
Inpatient Hospital:

Services furnished in a licensed, certified hospital.

Outpatient Hospital: Services provided to enrollees at a licensed,
certified hospital wno are not admitted to the hospital.
Physician Services: Services provided directly by licensed physicians or
osteopaths, or by other licensed professionals such as physician
assistants, nurse practitioners, or nurse midwives under the
physicians/osteopaths supervision.
Vision Care: Services provided by licensed ophthalmologists or licensed
optometrists, and opticians within their scope of practice. Services
include:
a. Eye refractions, examinations
b. Laboratory work
c. Lenses
d. Eyegiass Frames
e. Repair of Frames
f. Repair or Replacement of Lenses
g. Contact Lenses (when medically necessary)
The Utah State Plan provides the following limitations for eyeglass
services:
1.

Eyeglasses are limited to one pair every two years. Eye
examinations and/or replacement lenses may be approved more often
when medical need can be supported by the appropriate documentation

2.

Repairs to existing lenses and/or frames will be limited to medical
necessity.

3.

Contact lenses are allowed only when:
a.

Vision correction with glasses is less than 20/70.

b.

Unusual eye disease or disorder is not correctable with
eyeglasses.
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services and treatment of children unaer age 21. as prescribed bv 42 CP?
441.51, Definitions; 441.56, Required Services; and 441.55, Periodicity
Schedule.
Lab and Radiology Services: Professional and technical laboratory and
X-ray services furnished by licensed and certified providers.
Podiatry Services;

Services provided by a licensed podiatrist.

Organ Transplants: Kidney organ transplants and liver transplants due to
biliary atresia for children under 12.
Other Medical Services: PHP, at its discretion and without compromising
quality of care, may choose to provide services in Freestanding Emergency
Centers, Surgical Centers and Birthing Centers.
LONG TERM CARE: FHP shall provide long term care for patients in nursing
homes and other long term care facilities requiring such care as a
continuum of a medical plan when the plan includes a prognosis of
recovery and discharge of thirty (30) days or less. When the prognosis
of an enrollee indicates that long term care (over 30 days; will«be
required, FHP shall notify the STATE and the long term care facility of
the prognosis determination and shall initiate disenrollment to be
effective on the first day of the month following the prognosis
determination.
Travel Late in Pregnancy: FHP must maintain a record of written
agreement from each client regarding client responsibility for payment cf
out-of-area obstetrical delivery services provided when the client
travels late in pregnancy.
SCOPE OF DENTAL SERVICES
a.

Dental Services for individuals not eligible for EPSDT services will
be iimited to the following procedures whicn may De performed on
symptomatic teeth only:
1.
2.
3.

Extractions
Temporary fillings.
Necessary periapical X-rays and emergency oral examinations
needed to support HI and 12.

"Symptomatic teeth" means teeth with pain or evidence of infection.
b.

Dental Services for EPSDT eligible individuals include prevention.
diagnosis, and treatment of diseases of the teeth and gums.
Treatment of the teeth will consist of:
1.
2.
3.
4.

Diagnostic services.
Preventive services, including occlusal sealants on the
permanent molars of children under age fifteen.
Restorative services.
Prosthodontics - limited to processed esthetics crowns on
anterior teeth.
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LEVEL THREE CENTERS INCLUDE:
1.
Z.
2.
4.

5.
2.

Conditions Requiring Delivery Care at Either Level II or III
Centers fry Board Certified Obstetrician,
1.
2.
3.
4.
5.
5.
**.
8.
9.
10.
11.
12.
13.
14.
15.
16.

3.

Utah Valley Hospital
McKay Dee Hospital
LDS Hospital
University of Utah Hospital
a. Utah State M&I Program
b. High Risk Clinic
c. Teen Mother Program
Saint Benedicts Hospital

Twin gestations
Anemia excluding iron deficiency
Thyroid disease
Placenta previa
Severe preeclampsia
Hydatidiform mole
Hepatitis and acute fatty liver
Renal disease excluding mild cystitis
Two or more previous stillborns
Two or more previous infant deaths
Chronic hypertension
Epilepsy
Rh sensitization and any other positive antibody screen
Previous Cesarean section
Repetitive pregnancy loss (3 or more consecutive
conceptions not ending in the birth of a live child)
Exposure to known teratogens during the first trimester

C3FPITIQt*S PSOTIRINg C^RS hi LEVEL III ^SSTSPS
1.
2.
3.

4.
5.
6.
7.
8.

Preterm labor, less than 35 weeks gestation
Two or more previous premature infants, less than 2500 am
Any fetal or maternal conditions affecting the newborn
infant which might require newborn intensive care such as:
a.
Hydrops
b.
Documented IUGR
c.
Maternal drug addiction
d.
Congenital anomalies
Premature ruptured membranes, less than 3 5 weeks gestation
Systemic Lupus Erythematosus
Heart disease (Class II or greater, American Heart
Association)
Multiple gestations except twins
Serious medical problems of metabolism such as:
a.
PKU
b.
Diabetes mellitus class C and areater
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Manor Orthopedic defects sucn as:
a.
limb reduction defects
dislocated hips
c.
Club feet
^.
Scoliosis
ArthroarvDosis
nborn Metabolic Disorders, sucn as:
Phenylketonuria
Galactosemia
Hypo thryo idi sm
Chronic Illnesses, such as:
Cystic fibrosis
a,
Hemophilia
b.
Rheumatoid arthritis
c.
Sickle cell anemia
d.
e.
Bronchopulmonary dysplasia
fm
Hypopituitarism
a.
Malabsorotion syndromes
8.

Motor Disabilities, such as:
a.
Cerebral paisy
b.
Muscular dystrophy
c.
Peripheral neuropathies

9.

Developmental Disabilities, such as:
Young children (0-5 years) with multiple or glogal delays in
development (cognitive, language, behavioral, motor, or sensory
impairment) such as Down's Syndrome or retrolental fibroplasia.

Children should not be referred to HCS solely for the following
conditions:

1.

Asthma/Allergies

2.
3.
4.
5.
6.
7.
8.
9.
10.

Cancer
Diabetes Mellitus
Nephritis/Nephrosis
Immune Disorders
Isolated Seizure Disorders
Learning/Behavioral Problems in children over 5 years
Enuresis/Encopresis
Isolated Chronic Otitis Media
Isolated Birth Defects such as strabismus, cryptochidism,
hypospadius, etc.
Minor Orthopedic Conditions, such as flat feet, torsional
deformities, genu valgus, etc.

11.
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ATTACHMENT 5
MEDICAL SERVICES CCST DEFINITIONS FOR TABLE

Hospitalization
Costs incurred in providing inpatient hospital services to enrollees
confined to a hospital.
Physician Services (Excluding Psychiatric Consultation)
Include, as applicable:
a.

In House Physician Services:
All salaried physician, physician assistant* midwife, or nurse
practitioner costs, including salaries, any capitation and/or
contract payments, fringe oenefits, travel and office supplies.

b.

Outside Physicians Services
Medicaid proportions of all claims paid in behalf of Medicaid
enrollees plus capitation and/or contract payments.

c.

Nursing Services
Salaries, any capitation and/or contract payments, and fringe
benefits of RN, LPN, Medical Assistants, Receptionists, Schedulers,
etc., and other non-payroll expenses such as travel, consumable
supplies, rental expenses, postage, telephone and occupancy overhead
costs such as utilities, building and eauioment aeoreciations.

Medicaid proportion of reinsurance expenses.

4.

vision Care
Included are payroll costs, any capitation and/or contract payments of
ophthalmologist, if appropriate, optometrists, opticians and other
supportive staff, cost of eyeglass frames and lenses and other
non-payroll expenses directly related to providing optometry services.

5.

Laboratory Services
Costs incurred as a result of providing pathological tests or services
including payroll expenses, any capitation and/or contract payments,
fee-for-service payments and other expenses directly related to in-house
laboratory services. Excluded are costs associated with a hospital visit

-20129t
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ie.

Administrative Services
This item contains payroll costs, any capitation and/or contract
payments, non-payroll costs and occupancy overnead costs for accountina
services, claims processma services, r.ealth plan services, data
processma services, purchasing, personnel, Medicaid marxetmg and
regional aammistration.

17.

Third Party Collections
Include all collections and reimbursements received for Medicaid
enrollees from all sources other than Medicaid.

18.

Duplicate Premiums
Include all premiums received for Medicaid enrollees from all sources
other than Medicaid.

-40129t
11/10/88

-TTACK"£NT 5 - "aole 2 : : n t ^
::ST IATA

-ERIOO COVERED.
DUE GATE:
-ERIOD COVERED.
DUE DATE.

AFDC
Male
- 21

i

Physical Theraoy

S.

M

9.

"harmacy Serv

AFDC
-emale
- 21

AFDC
Female AFDC
21 & » Aoqr

eoicai neauis.

10.

'^ome Health Serv.

11.

Emergency Services

12.

Renal Dialysis

13.

Other Outsiae Medical
Services
Subtotal

14.

utilization

*»5.

Administration

16.

T h i r a Party C o l l .

17.

AFDC
Male
:i&«.

a.

Medicare

b.

Other

Quo). Prenrnms
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QAA

AB

AO
Hale

AD
-emaie

MN
Child

MN
Other

Emergency Room Encounters
Emeraency room services are those unscheduled services performed :r.
designated hospital emergency rooms or areas.
rptcmetric Encounters
a.

Services performed by a physician, as defined by CPT-4 Codes
92230-92275, or by an optometrist.

b.

Report numoer of eye glasses and contact lenses dispensed.

Medical Requisite Services
Durable medical equipment such as wheelchairs, hearing aids, etc., and
nondurable supplies such as oxyc/en etc., from outside sources.

Renal ?iaiysis Eacpunters
ESRD services provided upon referral

other 9utsitie Medical Services
Specialized testing and outpatient surgical services ordered by FS?.
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:0.

"edicai Seamsite
Services

'].

.nenai Dialysis
Encounters

\2.

Other Outsice
Medicai Services

AFDC

*F0C

-FOC

-FOC

Ma«e

M

r

emaie

Fema ie

AFDC

zJl

Hit

- 21

21 4 +

Aoor

.aie
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_3AA_

AB

AO

ID

Maie

^ j

HH

e Child.

HN

:ther

QUALITY ASSURANCE (UTILIZATION MANAGEMENT)
PROCEDURES FOR SERVICE PROVIDED 5Y FHP

FHP shall establish a written plan fcr quality assurance and a
separate plan for utilization management fcr all covered services, which sho^
evidence of a weil-defined, organized program designed to improve client
care. Together the plans must:
a.

Show systematic surveillance and assessment of all modes of
delivery by appropriate health professionals;

b.

Show mechanisms and/or designation of individuals with specific
responsibility to resolve identified problems;

c.

Provide for monitoring to assure that resolution is achieved and
maintained with documentary evidence of same;

d.

Require use of written, clinically sound criteria to enhance ciier.
services and assure sound clinical performance by health care
deliveries;

e.

Result in identification of important client service problems or
potential problems including-utilization of service patterns by
provider and recipient;

f.

Monitor the effectiveness of the client grievance process; and

g.

Be in accordance with the Code of Federal Regulations, Title 42,
and the Utah State Title XIX Plan, Adherence to the points and
conditions of Attachment D will assure compliance with this
requirement unless modified by addendum to this attachment for
specific services.

In order to assess medical necessity, appropriateness, quality of
care, and timeliness of service, the FHP must monitor services to all Medicaid
enrollees in accordance with the written plans.
Provision of high-quality health care services must be demonstrate*
by:
a*

Adequate and appropriate diagnostic procedures;

b.

Treatment necessary and relevant to the working diagnosis;

c.

Appropriate consultation(s);

d.

Patient compliance with treatment;

e.

Continuity of care with adequate transfer of information
between health care providers;

-1-
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GENERAL PROVISIONS

The definitions set forth in § 63-56-5 of the "Utah Procurement
Code," Utah Code Ann. 1953, as amended, are incorporated herein
by reference.

m.

"General Provisions" means those provisions of this contract
which are set forth under the heading "General Provisions."

n.

"Special Provisions" means those provisions of this Contract
which are in addition to the General Provisions.

CONFLICT BETWEEN PROVISIONS
If the General Provisions and the Special Provisions conflict,
the Special Provisions shall govern.\. In the event that the
Contractor's terms, conditions, specifications, or scope of work
conflict with those of the Department, the Department's terms,
conditions, specifications, and scage of work shall prevail for
purposes of contract interpretation// PpJ*. I'
GENERAL REQUIREMENTS
a.

This Contract shall be construed in accordance with Utah law and
any legal action there upon shall be initiated in an appropriate
court of the State of Utah.

b.

The Contractor shall obtain and maintain all licenses, permits,
and authority necessary to do business and render services under
this Contract, and shall comply with all laws regarding
unemployment insurance, disability insurance, and workmen's
compensation.

c.

The parties hereto agree that the Contractor shall be deemed an
independent contractor in the performance of this Contract, and
shall comply with all laws regarding unemployment insurance,
disability insurance, and workmen's compensation. As such, the
Contractor shall have no authorization, express or implied to
bind the State of Utah to any agreement, settlement, liability,
or understanding whatsoever, and agrees not to perform any acts
as agent for the State of Utah, except as expressly set forth
herein.

d.

No public officer or public employee shall, through the use of
his official position, secure or gain a pecuniary benefit
arising out of the execution or implementation of this Contract.

OTHER CONTRACTS
The Department may perform additional work related to this
Contract or award other contracts for such work. The Contractor
shall cooperate fully with such other contractors and/or public
88056
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the Department or ethers in carrying out i t s functions under t h i s
Contract, s h a l l be used or d i s c l o s e d by i t , i t s agents, e f f i c e r s , or
employees, except as i s e s s e n t i a l to the performance of duties under
t h i s Contract.
Persons requesting such information shouid be
referred to the Department. The Contractor a l s o agrees that any
information p e r t a i n i n g to r e c i p i e n t s s h a l l not be divuiged, other
than to o f f i c e r s or employees of Contractor as i s required for the
performance of d u t i e s under the Contract, e x c e p t upon the prior
w r i t t e n consent of the Department.
This P r o v i s i o n i s modified t.o allow the u s e , d i s c l o s u r e or
divulgence of the information r e f e r r e d to t h e r e i n as required by law
and the discharge of p r o f e s s i o n a l o b l i g a t i o n s i n addition to the
other s i t u a t i o n s described t h e r e i n .
Further, FHP need not refer
persons r e q u e s t i n g such information to the Department nor need FHP
obtain w r i t t e n consent of the Department t o d i v u l g e information under
the circumstances contemplated t h e r e i n as modified hereby. The
foregoing s h a l l not modify in any other r e s p e c t General Provision 6.
7.

RECORD KEEPING, AUDITS, AND INSPECTIONS
FHP shall maintain and make available for audit and inspection
by the Department all records relating to Contract services,
requirements, and expenditures until all audits initiated by State
and HHS auditors during the term of this Contract are completed or
until June 30, 1995. Records which relate to disputes, litigation,
or the settlements of claims arising out of the performance of this
Contract, or to cost and expense of this Contract as to which
exception has been taken by the Executive Director, shall be retained
by FHP until disposition has been made of such disputes, litigation,
claims, or exceptions.

8.

TITLE TO EQUIPMENT
a.

The title to any and all equipment acquired through the
expenditure of funds from the Department pursuant to this
Contract shall remain in the Department. The acquisition of any
such property must be specifically authorized in advance by the
Department and for property such as a motor vehicle which has a
document evidencing title, the title shall be acquired in the
name of the Department. When this Contract is terminated, the
disposition of ail such property shall be determined by the
Department.

b.

The Contractor agrees to exercise reasonable control over all
equipment purchased with funds provided by this contract. All
equipment lost, stolen, rendered unusable or no longer required
for program operation must be reported immediately to the
Department for disposition instructions. The Contractor shall
conduct an annual physical inventory of equipment within 60 days
after the end of the contract term, or at the time of
termination of this Contract.

88056
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or indirectly out of this Contract, or arising out of workmen's
compensation claims, unemployment compensation claims of Contractor
and/or its subcontractors, or claims under similar such laws or
obligations.
14. INSURANCE
The Contractor shall provide and maintain, and cause its
subcontractors to provide and maintain, such surety bonds and/or
minimum insurance coverage as may be required at the Department's
discretion, as directed by the te.rms of the Contract,
15. DEFAULT AND TERMINATION
a.

Each of the parties, in addition to other rights set forth
elsewhere in~""the Contract, reserves the right to terminate this
Contract in accordance with the Contract termination provisions
set forth in this Contract.

b.

Financial obligations of the Department payable after the
current fiscal year of the State are contingent upon funds for
this purpose being appropriated, budgeted, or otherwise
available. The Department agrees that it will use its best
efforts to obtain such funds. In the event funds are not
appropriated or otherwise are unavailable to continue the
payments under this Contract, the Department may terminate this
Contract in accordance with the Contract termination provisions
set*~~forth in the Contract•

c.

If required by a reduction in Federal funding, or otherwise
required by Federal or State Law, the amounts authorized in this
Contract shall be reduced or the Contract terminated in
accordance with the Contract termination provisions set forth in
this Contract. If the Department proposes to reduce the amounts
to be paid to FHP"in this Contract-as*-permitted by the foregoing
sentence, the Department shall notify FHP of the proposed
reduction of amounts and shall specify.a corresponding proposed
benefit reduction at least thirty (30) days before the reduction
of amounts and benefits is to take effect. In the event such
notice is givenv FHP may terminate this Contract in accordance
with the Contract termination provisions set forth in this
Contract:.

d.

If FHP is in any manner in default in the performance of any
obligation under this Contract, or if audit exceptions are
identified, FHP shall remedy the default or audit exception
within thirty (30) days after the issuance of written notice
from the Department, or the Department may, at its option and in
addition to other available remedies* either adjust the amount
of payment or withhold payment until the default or audit
exception is remedied. Any such adjustment or withholding shall
be commensurate with the severity of the default or audit
exception. If audit exceptions are not remedied within thirty

88056
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Contract. Payments for completed reports and other
documentation delivered to and accepted by the Executive
Director shall be in an amount agreed upon by FHP and the
Executive Director.
i.

The rights and remedies of the Department and FHP enumerated in
this section shall be in addition to any other rights and
remedies provided by or under this Contract and/or available at
law or equity.

16. DISPUTES
Any disputes pertaining to this Contract shall be governed by
the rules of the Department, or appropriate Division thereof, in
accordance with State law and any applicable Federal law.
17. FEDERAL REQUIREMENTS
The Contractor shall comply with:
a.

Title VI of the Civil Rights Act of 1964, as amended, which
prohibits exclusion from participation in, denial of benefits
of, and discrimination under Federally assisted programs on
ground of race, color, or national origin.

b.

Section 504 of the Rehabilitation Act of 1973, as amended, which
prohibits discrimination in the employment or advancement in
employment of qualified persons because of physical or mental
handicap.

c.

Title VII of the Civil Rights Act of 1964, as amended, and the
Age Discrimination in Employment Act of 1975, which mandate that
all persons, regardless of race, color, religion, sex, age,
national origin or political affiliation, shall have equal
access to employment opportunities.

d.

Executive Order No. 11246 which prohibits discrimination on the
basis of sex.

e.

Mandatory standards and policies relating to energy efficiency
which are contained in the State Energy Conservation Plan issued
in compliance with the Energy Policy and Conservation Act (P.L.
94-163). (This provision applies only to contracts funded in
any part by federal dollars.)

f.

Section 306 of the Clean Air Act (42 U.S.C. 1857(h)), Section
508 of the Clean Water Act (33 U.S.C. 1368), Executive Order
11738, and EPA regulations (40 CFR Part 15). (This provision
applies only to contracts in excess of $100,000 which are funded
in any part by federal dollars.)

88056
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CORPORATE AC2C:C:;LZZC£ME:2T

BI

(Same of

Ccrpcrate

c e r t i f y - h a t I an; ths
(Title)

V- * . - - C .

corporation and that
(Name of Corporation;

(Person Signing Agreement,

is duly authorized by authority of a resolution of : is Board of Directors to
sign the above agreement for and in behalf of said corporation.

Date:

INSTRUCTIONS
To
be
completed
by
Corporate
Officer
(i.e.,
President,
Vice-President, Secretary), identified by name, title and name of
corporation.
Name of person signing the contract who has been duly authorised to
sign on behalf cf Corporation. May not be the same person who signs
the acknowledgement.
Signature of Corporate Officer is notarized.

SEAL
STATE OF UTAH
COUNTY OF SALT LAKE
day cf
On this
me
the above certification.

_and

, 19
, personally appeared before
duly acknowledged that he/she executed

NOTARY PUBLIC
Residing At:a
My Commission Expires:

Addendum C

Cost on Cost Allocation
Home Office Cost
$1,000,000

,!jji Re53ion;;1p;|::
!.' !*!' Exitffisfeii!;-

20%

:

iMR«a«Jf.i!f.?liS

-. j!ji,Exp.ens« [J

40%

_ , ,M'
;;r.!'Expense

5%

im

{j Expense '.'

U

'$7fqpo j

10%

15%

Region 6 I •
Expense |,
!;•!SS^OpO, i

10%

(Tot aJ Regional
!I Expenses,|:i;

I j:'$gbg,ooo !•!!'•

100%

(Percent of Total Regional Expenses)

Home Office
Allocation
$200,000

Home Office
Allocation
$400,000

Home Office
Allocation
$50,000

Home Office
Allocation
$100,000

Home Ofnce
Allocation
$150,000

Home Office
Allocation
$100,000

(20% x 11,000.000)

(40% x $1,000,000)

(6% x $1,000,000)

(10% x $1.000.000)

(16% x $1,000.000)

(10% x $1.000.000)

Total
Home Office
Costs
$1,000,000

Cost on Cost Allocation
Homt Offlct cost
j 5 t , f 1,592

,..
Ca If. Staff
Exptntrj j
•363.926 !

Calif. IPA '
, Exptnit i •426,800'!' !

• 116,822 i •

Arizona !
fixptnst ;
• 173.831 ;

97137%

14<539%

UUh

i

Now fritx|c«
Exptntt } ';
;;;

.. _
! Quun.;
j
ExptntV j ; i

HMLGuaip;
'.eiptriit'l :•!•:.'

:*6lW '|

4.2588 V.

2 1221%

I

.2258%

Ntvada
Expanit j
' • s i i • •" !

PHPLlTt ,; j
Exptnit r'j
!

•41^63J • I

.0055%

, PPIC; :. ;; •
E x p t n t t ; j"..
i taii-i1;"

0067%

Hippo dromt
Exptntt1;
• 488 ' ' '

Ultra l^lnh j
Exptnaa• > :

JFHPIO ;•

0387%

I

I (Ptrctnt of Total Rtglonal Exptnstt)
Homo Offlco

Homt Offlct

Homo Offlct

Homt Offlct

Homt Offlct

Homt Offlct

Homt Offlct

Homt Offlct

Homt Offlct

Homt Offlct

Homt Offlct

Homt Offlct

Homt Offlct

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

•3,947

•22.707

• 10.662

S17.732.939

$20,747,873

•8,692.361

•8.470.228

•2,495.691

• 1.243.808

• 132.293

•3.218

•2.039.362

•6.919

jl

Addendum D

Two-Step Allocation
Home Office Cost
$1,000,000
Health Care Regions

Region 1
Expense

.JLtPO^dOL

20%

Non-Health Care

I Region 3 • .!
; Expense ' i
1
$26,000 :j

Region 2
Expense
$200.000

5%

40%

.Region 4 ;
• Expense-;
$50,000 .'

10%

Region Sir
Expense;
$75.000 ^

15%

Region 6
• Expense
$50,000

;

10%

I
(Ptrcont of Total Rtgfonal Exptni••)

I
Home Office
Allocation
$200,000
(20% x $1.000.000)

Home Office
Allocation
$50,000
(5% x $1.000.000)

Home Office
Allocation
$400,000
(40% x $1.000.000)

Home Office
Allocation
$100,000
110% x $1.000.0001

Home Office
Allocation
$150,000
(15% x $1,000.000)

Region 4
Member Months
•f--.'::l '32.000- I ...

Total Regional
Member Months

Repool Home Office Costs
Home Office Costs
to be Reallocated
$750,000
Reallocation

i Regionl.j
Member Months

37 .5%

•Region 2 ; .
Member Months i
i l L 30.000 i

Region 3 j
Member Months;
:

••:'>

43.000::;''

25%

21.5%

I

I

16%

200.060 •,'

1007„

(P«rcfnt of Total M«mb«r Month»)

Home OfTlce
Alloc atlon
$28 1,250
(37.5% x $750j000)J

Home Office
Allocation
$187,500
I (25% X $750,000)

Homo Office
Allocation
$161,250

l2±-5.%_x $750,000)

Home Office
Allocation
$120,000
(16% x $750.000)

Total
Home Office
Reallocation
$750,000

Home Office
Allocation
$100,000
(10% x $1.000.000)

Two-Step Allocation
Home Office Cost!
$58,601,592
!
Health Care Rtfllont

CajjM itafT,; :
Expar
$393, >2?!!:-;
1

30.26 02%

Calif. IPA |.'! V
]Eitp«nit,i!iiJ|
|*426J&00 * ;|

36.40 49%

1118,922

•f

;; Ar.lfana :^'
!:iExjpa}n»i;rJ:;:;,;

9.7' 37V

Non-Health Care Regions

Ntw M«ko ;
ExMnt*'. :

:

**iiio.'Mi

4 2588%

14.43 39%

: Oyim:[,!i-;i'
.E*p;an>a:,»:!,
i$26j22 • •

2 1221%

(Nevada ,
Bxponso

H M l Guam i. |

j Exp am til;!,
! iwji»i1i !: |

.2258%

I

.0055%

F HP Ufa ;
Expanit.j
$41,053'' '

3.4800%

PflC | ; v
Expanta ' j !
' $81 •••'•''

.0067%

Hipp«4romt !
Expthitj;
$466

.0387%

Ultra Link !,;

E^panat 'ji:
$2irr : : -'

.0180%

Expanif

:1

nil'

.0118%

I

I

(Porco nt of Total Regional Exp onsot) 1
1
Momt OfTlco
[Allocation
$17,732,939

Homo OfTlco

Homo OfTlco

Homo Offlco

Homo OfTlco

Homo Offlco

Homo Offlco

Homo Omco

Homo OfTlco

Homo Offlco

Homo Offlco

Homo Offlco

Homo Offlco

I

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

I

$3,947

$22,707

$10,562

$20,747,873

$6,470,226

$0,692,361

$2,495,691

$1,243,605

$132,293

L..__
Reallocation

I
P o o l of C o s t s for
Health Care
Regions
$56,514,888

Callf.: Staff ft 1
:2.760i136i'!l':-

Calif. IPA;;j)i';
1jO».112 J M'l

iiii

AflJon».;j/i ^ ' U i ; •'!;:.);
Mt*Mwrf Hontlit',

Now M t i l c * ';
.:

••

:

i

. . . :

••*

Memtor tao<*»».

350.047 ; !

;, ,•.•!•( i-;::'

MftmJMrMonMto

1 617j7f';l

:j!' : 9l t 0H.1--

71,308,380 !'

28.7124%

20.4121%

26.1339%

13.6389%
(Prirrni of lnnl Mf»»r

Homo OfTlco
Allocation
$18.226.805

Homo Offlco
Allocation
$11.635.873

Homo Offlco
Allocation
$14.769,650

Homo OITlco
Allocation
$7,706.000

3.6546V*

HMC Quant;

Mcttibcr M«IUM!

6.4457%

1.0024%

t Mnrillr,)

Homo Offlco
Allocation
$2.085.405

Homo OfTlco
Allocation
$3,642.765

Homo Offlco
Allocation
$566,500

$3,216

$2,039,362

$6,919

Reallocation
Pool of Costs for
Health Care
Regions
$56,514,888

;Calif] Staff .-'it

Calir! IPA j

P : 2i750,136'- i!

28.7124%

Arizona

i

:-l;:->*!.;';-!.-ii|i;.= i
Mombor M«nthi; j

M«rob«r Month* •

2,503^159^ '•

20.4121%

26.1 339%

M«mb4rM#nUii.

11,306,360:

13.6389%

New Mexico j

;

Mombor Month* j

Mqmbor Month* :

Guam ; "!:

'

j : 617,378-;" :

3.6546%

6.4457%

1 350,047

HMLGuam
96,0111

Home Office

Home Office

Home Office

Home Office

Home Office

Home Office

Home Office

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

Allocation

$11,535,873

$14,769,550

$7,708,000

$2,065,405

$3,642,755

i'l

1.0024%

(Percent of Total Member Months)

516,226,805

j

Mombor Month! ; i

$566,500

Addendum E

6978
[U 16,973]

Social Security Act

832 12-15-94

Provider of Services

[42 U.S.C. § 1395x(u)]
Sec. 1861. (u) The term "provider of services" means a hospital, rural primary care
hospital, skilled nursing facility, comprehensive outpatient rehabilitation facility, home health
agency, hospice program, or, for purposes of section 1814(g) and section 1835(e), a fund.
1989 Amendments:
nished in detoxification facilities for inpatient
Medicare Catastrophic Coverage Repeal Act of
steys beginning on or after August 23,. 1981, deiggg
leted "detoxification facility,", which followed
(Pi mu2U\
"home health agency,".
Section 201(a)(1) of the "Medicare Cata- 1980 Amendments:
strophic Coverage Repeal Act of 1989," effective
Section 931(c) of the "Medicare and Medicaid
January 1, 1990, repealed section 203(eXD of the
"Medicare Catastrophic Coverage Repeal Act of Amendments of 1980," effective April 1, 1981,
1988," and restored the provisions of law added "detoxification facility," after "home
amended by section 203(eXl) of MCCA as though health agency,".
that section had not been enacted. Accordingly,
Section 933(c) of the "Medicare and Medicaid
section 201(aXD of MCCRA effectively deleted Amendments of 1980," effective with respect to a
"home intravenous drug therapy provider," after comprehensive outpatient rehabilitation facility's
"hospice program," in subsection (u). That lan- first accounting period beginning after June 1981,
guage had been added by section 203(eXD of added "comprehensive outpatient rehabilitation
MCCA and would have applied to items and ser- facility," after "skilled nursing facility,"."
vices furnished on or after January 1,1990.
Omnibus Budget Reconciliation Act of 1989 1972 Amendments:
(PJL.10U239)
Section 227(dXD of the SS Amendments of
Section 6003(g)(3)(C)(i) of the "Omnibus 1972, applicable with respect to accounting periBudget Reconciliation Act of 1989," effective De- ods beginning after June 30,1973, added ", or, for
cember 19, 1989, added "rural primary care hos- purposes of section 1814(g) and section 1835(e), a
pital," after "hospital," in subsection (u).
fund" after "home health agency".
1988 Amendments:
Section 278(aX12) of the SS Amendments of
Section 203(e)(1) of the "Medicare Cata- 1972, effective October 30, 1972, substituted
strophic Coverage Act of 1988," applicable to "skilled nursing facility" for "extended care facilitems and services furnished on or after January ity".
1, 1990, added "home intravenous drug therapy
provider," after "hospice program," in subsection History:
(u).
Sec. 102(a) of the SS Amendments of 1965 (P.L.
1984 Amendments:
89-97); as amended by sees. 227(dXD and
Section 2354(bX20) of the "Medicare and 278(aX12) of the SS Amendments of 1972 (P.L.
Medicaid Budget Reconciliation Amendments of 92-603), sees. 931(c) and 933(c) of the "Medicare
1984," effective as provided in section 2354(e) of and Medicaid Amendments of 1980" (P.L.
these Amendments at fl 17,798S, deleted "or" 96499), sec. 2121(c) of the "Medicare and Medicaid Amendments of 1981" (P.L. 97-35), sec.
before "home health agency".
122(dXD of the "Tax Equity and Fiscal Responsi1982 Amendments:
bility Act of 1982" (P.L. 97-248), sec. 2354(bX20)
Section 122(dXl) of the "Tax Equity and Fiscal of the "Medicare and Medicaid Budget ReconciliResponsibility Act of 1982," applicable as pro- ation Amendments of 1984" (P.L. 98369), sec.
vided in section 122(h) of this Act at f 17,798L, 203(eXD of the "Medicare Catastrophic Coverage
added "hospice program," after "home health Act of 1988" (P.L. 100-360) (but note that this
amendment was repealed by sec. 201(aXl) of the
agency,".
"Medicare Catastrophic Coverage;Repeal.Act of
1981 Amendments:
1989" (P.L. 101-234)), sec. 6003(gX3XCXi) of the
Section 2121(c) of the "Medicare and Medicaid "Omnibus Budget Reconciliation Act of 1989"
Amendments of 1981," applicable to services fur- (P.L. 101-239).

§ 413.1 Introduction.
(a) Scope
(1) General summary This part sets forth
regulations governing Medicare payment for
services furnished to beneficiaries by—
(i) Hospitals and rural primary care hospiF
tals (RPCHs),
(ii) Skilled nursing facilities (SNFs),
(iii) Home health agencies (HHAs),
(iv) Comprehensive outpatient rehabilitation facilities (CORFs),
(v) End-stage renal disease (ESRD) facilities, and
(vi) Providers of outpatient physical therapy and speech pathology services (OPTs),
and
(vii) Organ procurement agencies (OPAs)
and histocompatibility laboratories
(vin) Community mental health centers
(CMHCs) but only for purposes of furnishing
partial hospitalization services
(2) Applicability The principles of payment
and the related policies-described in this part
apply to HCFA, to the fiscal intermediaries
acting as payers of claims on HCFA's behalf,
to the Provider Reimbursement Review Board,
and to the hospitals, SNF, HHAs, CORFS,
ESRD facilities, OPTs, OPAs, histocompatibility laboratories, and CMHCs receiving
payment under this part
(b) Reasonable cost reimbursement Except
as provided under paragraphs (c) through (f)
of this section, Medicare is generally required,
under section 1814(b) of the Act (for services
covered under Part A) and under section
1833(a)(2) of the Act (for services covered
under Part B) to pay for services furnished by
providers on the basis of reasonable costs as
defined in section 1861(v) of the Act, or the
provider's customary charges for those services, if lower Regulations implementing section 1861(v) are found generally in this
subpart beginning at §413.5
(c) Outpatient maintenance dialysis and related services Section 1881 of the Act authorizes special rules for the coverage of and
payment for services furnished to ESRD patients Sections 413 170 through 413.174 implement various provisions of section 1881 In
particular, §413 170 establishes a prospective
payment method for outpatient maintenance
dialysis services that applies both to hospitalbased and independent ESRD facilities, and
under which Medicare pays for both home and
infacilitv dialvsis services furnished on or after
August 1,1983
(d) Payment for inpatient hospital services—(1) For cost reporting periods beginning before October 1, 1983, the amount paid
for inpatient hospital services is determined on
a reasonable cost basis
(2) Payment to short-term general hospitals
located in the 50 States and the District of
Columbia for the operating costs of hospital
inpatient services for cost reporting periods
beginning on or after October 1, 1983, and for
the capital-related costs of inpatient services
for cost reporting periods beginning on or after
October 1, 1991, are determined prospectively
on a per discharge basis under Part 412 of this
chapter except as follows

d) Payment for capital-related costs for cost
reporting periods beginning before October 1.
1991, medical education costs, kidney acquisition costs, and the costs of certain anesthesia
services, is described in §412 113 of this chapter
(n) Payment to children's, psychiatric, rehabilitation and long-term hospitals (as well as
separate psvchiatnc and rehabilitation units
(distinct parts) of short-term general hospitals), which are excluded from the prospective
payment system under Subpart B of Part 412
of this chapter, and to hospitals outside the 50
States and the District of Columbia is on a
reasonable cost basis, subject to the provisions
of §413 40
(in) Payment to hospitals subject to a State
reimbursement control system is described in
paragraph (e) of this section
(e) State reimbursement control systems
Beginning October 1, 1983, Medicare reimbursement for inpatient hospital services mav
be made in accordance with a State reimbursement control system rather than under the
Medicare reimbursement principles set forth
in this part, if the State system is approved b\
HCFA Regulations implementing this alternative reimbursement authontv are set forth
at 42 CFR Part 403, Subpart C"
(f) Services of qualified nonpbysician anesthetists For cost reporting periods, or any part
of a cost reporting period, beginning on or
after January 1, 1989, costs incurred for the
services of qualified nonphysician anesthetists
are not paid on a reasonable cost basis unless
the provisions of §412 113(cX2) of this chapter apply These services are paid under the
special rules set forth in § 405 553 of this chapter
.01 Source:
As adopted, 31 FR 14808 (Nov 22, 1966), and
amended at 39 FR 16882 (May 10, 1974), and at 39
FR 20161 (June 6, 1974 effective July 1 1974),
recodified as 42 CFR 405 401 (formerly 20 CFR
405 401) at 42 FR 52826 (Sept 30 1977. effective
Oct 1 1977), and amended at 42 FR 65112 (Dec
29, 1977, effective Oct 1 1977) (nomenclature
change only), at 47 FR 56282 (Dec 15, 1982), at 48
FR 39752 (Sept 1, 1983 effective for cost reporting
periods starting after September 1983), and at 51
FR 31454 (Sept 3, 1986, effective Oct 1, 1986), and
redesignated at 51 FR 34790 (Sept 30, 1986, effective Oct 1 1986), and amended at 57 FR 33878
(Julv 31 1992, effective Aug 31, 1992), and at 57
FR 39746 (Sept 1, 1992, effective Oct 1,1992), and
at 58 FR 30630 (May 26, 1993 effective June 25,
1993) and amended at 59 FR 6570 (Feb 11 1994)

42 CKK. § 417.2

[t 20,896 A^]
§ 417.2 Basis and scope.
(a) Subparts A through F of this part pertain to the Federal qualification of HMOs
under title XIII of the PHS Act.
(b) Subparts G through R of this part set
forth the rules for Medicare contracts with,
and payment to, HMOs and competitive medical plans (CMPs) under section 1876 of the
Act.
(c) Subpart U of this part pertains to Medicare payment to health care prepayment plans
under section 1833(aXlXA) of the Act.
(d) Subpart V of this part applies to the
administration of outstanding loans and loan
guarantees previously granted under title XIII
of the PHS Act.
.01 Source:
As adopted, 56 FR 51984 (Oct. 17,1991, effective
Nov. 18, 1991), and amended at 58 FR 38062 (July
15,1993).
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§ 417.564 Apportionment and allocation
of administrative and general costs.
(a) Enrollment, marketing, and other administrative and general costs of the HMO or
CMP that benefit the total enrolled population
of the HMO or CMP and are not directly
associated with providing medical care must
be apportioned on the basis of a ratio of Medicare enrollees to the total enrollment of the
HMO or CMP.
(b) Administrative and general costs that
bear a significant relationship to the services
furnished are not apportioned to Medicare directly. These costs include facility cost, interest expense, medical record costs, centralized
purchasing costs, accounting and data processing costs, and the administrative and general
costs that are not included in paragraph (a) of
this section. These costs are allocated or distributed to the components of the HMO or
CMP and are then apportioned to Medicare in
accordance with the rules described in
§ §417.552 through 417.560. The allocation or
distribution process must be made as follows:
(1) If a separate entity or department of an
HMO or CMP performs administrative functions whose benefits can be quantitatively
measured (such as centralized purchasing and
data processing), the total allowable costs of
the entity or department must be allocated or
distributed to the components of the HMO or
CMP in reasonable proportion to the benefits
received by these components.
(2) If a separate entity or department of an
HMO or CMP performs administrative functions whose benefits cannot be quantitatively
measured (such as facility costs), the total
allowable costs of this entity or department
must be allocated or distributed to the components of the HMO or CMP on the basis of a
ratio of total incurred and distributed costs per
component to the total incurred and distributed costs for all components.
.01 Source:
As adopted, 50 FR 1314 Oan. 10, 1985, effective
Feb. 1, 1985), and amended at 58 FR 38062 (July
15,1993).
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[f20,896O.538]
§ 417.538 Enrollment and marketing
costs.
(a) Principle. Enrollment and marketing
costs incurred by an HMO or CMP in the
course of performing the activities described in
§§417.426 through 417.436 are allowable as
provided in this section.
(b) Definition. Allowable enrollment and
marketing costs are those necessary and
proper costs incurred in offering the HMO's or
CMP's plan to potential enrollees in accordance with this part. Those costs include selling, advertising, promotional, and other
marketing costs and may not exceed an
amount that would be incurred by a prudent
and cost-conscious management.
(c) Application. Enrollment and marketing
costs are allowable, whether incurred directly
by HMO or CMP staff or under contract with
marketing specialists or other outside consultants.
(d) Reimbursement limitation. The relatively higher costs that an HMO or CMP is
likely to incur in initially offering its plan to
Medicare beneficiaries are taken into account
in determining whether enrollment and marketing costs are reasonable in amount. However, if such costs exceed amounts that would
be paid by prudent management, the excess is
not allowable.
.01 Source:
As adopted, 50 FR 1314 Qan. 10, 1985, effective
Feb. 1, 1985), and amended at 58 FR 38062 Qu\y
15,1993).

42 C.F.R. § 417.540

[1120,896 0.540]
§ 417.540 Enrollment costs.
(a) Principle. Enrollment costs are allowable
if incurred in maintaining and servicing subscriber contracts for prepayment enrollees.
(b) Kind of costs included. Enrollment costs
include, but are not limited to, reasonable
costs incurred in connection with maintaining
statistical, financial, and other data on enrollees.
.01 Source:
As adopted, 50 FR 1314 (Jan. 10, 1985, effective
Feb. 1, 1985), and amended at 58 FR 38062 (July
15,1993).
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To assure that no other costs are weighted, the HMO/CMP must, after distribution of
allowable expenses, apportion the costs on the basis of unweighted statistics. It may then
calculate the difference in the apportionment of the costs of compensation of physicians
and other health care personnel between weighted and unweighted statistics. This
difference is then added to the apportionment cost of furnishing covered medical and
other health services to Medicare enrollees. The HMO/CMP may not weight the
apportionment of costs related to equipment, medical records, supplies, and other costs
not related to the compensation for the direct professional services of physicians and
other health care personnel. In addition, costs already apportioned by relative value units
or some other apportionment method in which time or complexity is reflected in the
apportionment statistics may not be weighted.
4415.

LIMITATION ON WEIGHTING FACTOR PAYMENT FOR SERVICES FURNISHED
UNDER ARRANGEMENT

If payment is on a fee-for-service basis, time and complexity will be recognized subject to
applicable Medicare reasonable charge payment limitations, but only to the extent that
they are specific and reasonable elements of the amount that the HMO/CMP has agreed
to pay for the services.
4416.

APPORTIONMENT OF ADMINISTRATIVE AND GENERAL COSTS NOT
DIRECTLY ASSOCIATED WITH PROVIDING MEDICAL CARE

Enrollment and marketing costs (as defined in S4307), membership costs (as defined in
S4309) as well as other administrative and general costs of the HMO/CMP plan that
benefit the total enrolled population of the HMO/CMP, and which are not directly
associated with providing medical care are apportioned on the basis of a ratio of Medicare
enrollment to total HMO/CMP enrollment. Examples of such costs are:
A.

directors1 salaries and fees;

B.

executive and staff administrative salaries;

C. organizational costs; and
D.
4417.

other costs of plan administration.
ALLOCATION AND DISTRIBUTION OF OTHER ADMINISTRATIVE AND
GENERAL COSTS

Administrative and general costs other than those described in §4416 which bear a
significant relationship to the services rendered are not apportioned to Medicare directly.
Instead, these costs are allocated or distributed to the components of the HMO/CMP
which, in turn, are then apportioned to Medicare in accordance with the rules contained in
this chapter. The allocation or distribution process occurs in two steps;
A. The total allowable costs of a separate entity or department that performs
administrative services (e.g., centralized purchasing, accounting, data processing) that
benefit the HMO/CMP and its major functional components, should be allocated or
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SPECIAL PAYMENT PROVISIONS

4309

Situations where payment in excess of the reasonable charge could occur include fee-forservice compensation paid by an HMO/CMP to non-plan physicians for purchased services
such as emergency or urgently needed care outside the plan and unusual specialty services
not available within the plan.
4306.

PHYSICIAN AND OTHER PART B SUPPLIER SERVICES FURNISHED UNDER
ARRANGEMENTS - CONTRACT PERIODS BEGINNING ON OR AFTER
JANUARY 1, 1986 FOR HMO/CMPs WITH EXISTING COST CONTRACTS; NEW
HMO/CMPs

The amount paid by an HMO/CMP to a physician, physician group, or supplier for
physician and other Part B supplier services furnished under arrangements is an allowable
cost to the extent it is reasonable. Costs are considered reasonable if they:
A. do not exceed those that a prudent and cost conscious buyer would incur to
purchase those services; and
B. are comparable to costs incurred for similar services furnished by similar
physicians or other suppliers in the same or a similar geographic area.
Enrollment Marketing, and Membership Costs
4307.

ENROLLMENT AND MARKETING COSTS

Enrollment and marketing costs such as selling, advertising, and promotional activities
incurred directly by the HMO/CMP or under contract with outside specialists, are
allowable to the extent they are reasonable. These costs do not include membership costs
(See §4309) or special costs (See §4311.)
4308.

INITIAL ENROLLMENT

HMO/CMPs which offer Medicare benefits for the first time are likely to incur relatively
higher marketing and enrollment costs in offering their plans to Medicare beneficiaries.
In determining whether these higher costs are reasonable, HCFA may allow them if they
do not exceed what a prudent and cost-conscious management would incur.
4309.

MEMBERSHIP COSTS

An HMO/CMPfs costs of maintaining and servicing subscriber contracts for prepayment
enrollees, including but not limited to the reasonable cost of maintaining statistical,
financial, and other data on members, are allowable to the extent they are reasonable.
Membership expenses should not be included with allowable enrollment and marketing
expenses.

Rev. 1
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[H 5996]

ADVERTISING COSTS—GENERAL (Prov. Reimb. Man., Part I,
§2136)

The allowability of advertising costs depends on whether they are appropriate and helpful in
developing, maintaining, and furnishing covered services to Medicare beneficiaries by providers of
services. In determining the allowability of these costs, the intermediary should consider the facts
and circumstances of each provider situation as well as the amounts which would ordinarily be
paid for comparable services by comparable institutions. To be allowable, such costs must be
common and accepted occurrences in the field of the provider's activity.
.01 Source:
Sec. 2136 was amended by Trans. No. 267 to
As adopted, Trans. No. 14 (Feb. 1970), and make editorial changes.
amended by Trans. No. 267 (Sept. 1982, effective
with respect to cost reports settled after Sept. 1,
1982, and cost reports subject to appeal after Sept.
1, 1982).

[H 5996A]

Allowable Advertising Costs (Prov. Reimb. Man., Part I,
§2136.1)

Advertising costs incurred in connection with the provider s public relations activities are
allowable if the advertising is primarily concerned with the presentation of a good public image
and directly or indirectly related to patient care Examples are visiting hours miormation,
conduct of management-employee relations, etc Costs connected with fund-raising are not
included in this category (see §2136.2 fl[ 5996B])
Costs of advertising for the purpose of recruiting medical, paramedical, administrative and
clerical personnel are allowable if the personnel would be involved in patient care activities or in
the development and maintenance of the facihu
Costs of advertising for procurement of items or services related to patient care, and for sale
or disposition of surplus or scrap material are treated as adjustments of the purchase or selling
price
Costs of advertising incurred in connection with obtaining bids for construction or renovation
of the provider's facilities should be included in the capitalized cost of the asset (see Chapter I
§104 10fl[4660])
Costs of advertising incurred in connection with bond issues for which the proceeds are
designated for purposes related to patient care, I e construction of new facilities or improvements
to existing facilities, should be included in "bond expenses" and prorated over the life of the bonds
Costs ol activities involving professional contacts with physicians, hospitals, public health
agencies, nurses' associations, State and countv medical societies, and similar groups and institutions, to apprise them of the availability of the provider's covered services are allowable Such
contacts make known what facilities are available to persons who require such information in
providing for patient care and serve other purposes related to patient care, e g , exchange of
medical information on patients in the provider's facility, administrative and medical policy,
utilization review, etc Similarly, reasonable production and distribution costs of informational
materials to professional groups and associations, such as those listed above, are allowable if the
materials primarily refer to the provider's operations or contain data on the number and types of
patients served Such materials should contribute to an understanding of the role and function of
the facility as a provider of covered health care in the community
Costs of informational listings of providers in a telephone directory, including the "yellow
pages," or in a directory of similar facilities in a given area are allowable if the listings are
consistent with practices that are common and accepted in the industry
Costs of advertising for any purpose not specified above or not excluded below may be
allowable if they are related to patient care and are reasonable
.01 Source.
As adopted, Trans No 14 (Feb 1970), and
amended bv Trans No 267 (Sept 1982, effective
with respect to cost reports settled after Sept 1,
1982, and cost reports subject to appeal after Sept
M982)
Sec 2136 1 was amended by Trans No 267 to
make editorial changes, to specifically refer to yel-

low-page advertising, and to transfer the mstructions relating to listings in a telephone directory or a
directory of similar facilities (including the mstructions applicable to informing the medical community of the services offered by a provider) from Sec
2136 2 to 2136 1

[H 5996B]

Unallowable Advertising Costs (Prov. Reimb. Man., Part I,
§2136.2)

Costs of fund-raising, including advertising, promotional, or publicity costs incurred for such
a purpose, are not allowable.
Costs of advertising of.a general nature designed to invite physicians to utilize a provider's
facilities in their capacity as independent practitioners are not allowable. See section 2136.1
fl[ 5996A] for allowability of professional contact costs and costs of advertising for the purpose of
recruiting physicians as members of the provider's salaried staff.
Costs of advertising incurred in connection with the issuance of a provider's own stock, or the
sale of stock held by the provider in another corporation, are considered as reductions in the
proceeds from the sale and, therefore, are not allowable.
Costs of advertising to the general public which seeks to increase patient utilization of the
provider's facilities are not allowable. Situations may occur where advertising which appears to be
in the nature of the provider's public relations activity is, in fact, an effort to attract more
patients. An analysis by the intermediary of the advertising copy and its distribution may then be
necessary to determine the specific objective. While it is the policy of the Health Care Financing
Administration and other Federal agencies to promote the growth and expansion of needed
provider facilities, general advertising to promote an increase in the patient utilization of services
is not properly related to the care of patients.
.01 Source:
As adopted, Trans. No. 14 (Feb. 1970). and
amended by Trans. No. 267 (Sept. 1982, effective
with respect to cost reports settled after Sept. 1,
1982, and cost reports subject to appeal after Sept.
1,1982.)

tions relating to listings in a telephone directory or a
directory of similar facilities (including the instructions applicable to informing the medical communitv of the services offered bv a provider) from Sec.
2136.2 to 2136.1.

Sec. 2136.2 was amended by Trans. No. 267 to
make editorial changes, and to transfer the instruc-
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Allocation of Home Office Costs to Components in Chain
(Prov. Reimb. Man., Part I, § 2150.3)

A Procedure —Starting with its total costs, including those costs paid on behah of providers
(or other components in the chain), the home office must delete all costs which are not allowable in
accordance with program instructions The remaining costs (total allowable costs) will then be
identified as capital-related costs and noncapital-related costs and allocated as stated below to all
the components—both providers and nonproviders—in the chain which received services from the
home office
Where the home office incurs costs for activities not related to patient care in the chain s
participating providers the allocation bases used must provide for the appropriate allocation ot
costs such as rent administrative salaries, organization costs and other general overhead costs
which are attributable to nonpatient care activities as well as to patient care activities All
activities and functions in the home office must bear their allocable share of home office overhead
and general and administrative costs
B Costs Directly Allocable to Components—The initial step in the allocation process is the
direct assignment of costs to the chain components Allowable costs incurred for the benefit ot or
directly attributable to a specific provider or nonprovider activitv must be allocated directlv tc
the chain entitv lor which they were incurred For example, where such costs are paid by the home
office interest expense is allocated to the facility for which the loan was made, salaries are
allocated to the facihtv to whose employees they apply, etc Home offices mav simphfv the
allocation of costs to the chain components in the cost finding process bv translernng the cost*
which are directlv allocable to the components through the intercompanv accounts The transfers
should be made at the time the costs are incurred
C Costs Allocable on a Functional Basis—The allowable home office costs that have not been
directlv assigned to specific chain components must be allocated among the providers (and an\
nonprovider activities in which the home office may be engaged) on a basis designed to equitablv
allocate the costs over the chain components or activities receiving the benefits of the costs This
allocation must be made in a manner reasonably related to the services received by the entities in
the chain Chain home offices may provide certain centralized services, such as central payroll or
central purchasing, to the chain components Where practical and the amounts are material, these
costs must be allocated on a functional basis For example costs of a central payroll operation
could be allocated to the chain components based on the number of checks issued the costs ot a
central purchasing iunction could be allocated based on purchases made or requisitions handled
Anv residual allowable home office costs remaining after a tunctional cost allocation has been
completed must be included as pooled costs and allocated as described in subsection D , below The
tunctions, or cost centers used to allocate home office costs and the unit bases used to allocate the
costs including those for the pooled costs described in subsection D must be used consistentlv
trom one Home oftice accounting period to another
However if the home office wishes to change its allocation bases and believe* the change will
result m more appropriate and more accurate allocations the home office must make a written
request with its mstification, to the intermediary responsible for auditing the home office cost lor
approval of the change no later than 120 days after the beginning of the home office accounting
period to which the change is to apply
The intermediary s approval of a home office request will be furnished to the home office in
writing Where the intermediary approves the home office request the change must be applied to
the accounting period for which the request was made, and to all subsequent home office
accounting periods unless the intermediary approves a subsequent request for change by the home
office The effective date of the change will be the beginning of the accounting period for which
the request was made
D Pooled Costs in Home Office—In each home office there will be a residual amount, or
' pool" of costs incurred for general management or administrative services which cannot be
allocated on a functional basis For home office accounting periods beginning before November 1,
1976, these costs may be allocated to the components in the chain on the basis of beds, bed davs,
or other basis, provided the basis used equitably allocate such costs Revenues are not generally
appropriate for distributing these costs Where the home office cannot determine its costs by
functions and allocate them on a functional basis, the home office must allocate its costs as one
cost center of pooled costs
Medicare and Medicaid Guide
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1. For home office accounting periods beginning on or after November 1, 1976, but beginning
before January 1. 1983. the pooled costs of the home office must be allocated to the chain
components in accordance with the following:
a. Where the chain consists solely of health care facilities, the pooled costs must be allocated
to the components based on either inpatient days or total costs. If inpatient days are used, each
facility would share in the pooled costs in the same proportion that its inpatient days bear to the
total inpatient days of all the facilities in the chain. The basis of inpatient days can be used only if
the entire chain consists solely of inpatient health care facilities. If the chain consists of both
inpatient and noninpatient type[s] of [facilities], total costs must be used as the basis of
allocation. If total costs are used, each facility would share in the pooled costs in the same
proportion that its total costs (excluding home office costs) bear to the total costs of all facilities in
the chain. Total costs are costs before Medicare adjustments are made.
b. Where the chain consists of health care facilities and organizations carrying on other types
of activities, such as pharmacies, construction companies, etc.. the pooled costs may be allocated
to the health care facilities and nonhealth care organizations on an appropriate basis depending
upon the organization of the chain. The intermediary would be responsible for reviewing and
approving the basis used. After this initial allocation, the pooled costs allocated to the health care
facilities must then be allocated to each separate facility as set forth in a., above.
2. For home office accounting periods beginning on or after January 1, 1983:
a. Pooled home office costs must be allocated on the basis of inpatient days, provided the
entire chain consists solely of comparable inpatient health care facilities (e.g., the entire chain is
composed solely of short-term inpatient hospitals). WThere this situation exists, each facility in the
chain would share in the pooled costs in the same proportion that its total inpatient days bears to
the total inpatient days of all the facilities in the chain.
b. Pooled home office costs must be allocated to chain components on the basis of total costs if
the chain is composed of either unlike health care facilities (e.g.. a combination of short-term
hospitals, long-term hospitals, and home health agencies) or a combination of health care facilities
and nonhealth care facilities (i.e., facilities engaged in activities other than the provision of health
care). Under this basis, all chain components will share in the pooled home office costs in the same
proportion that the total costs of each component (excluding home office costs) bear to the total
costs of all components in the chain. Total costs are costs before Medicare adjustments are made.
Where a chain consists of health care facilities and organizations carrying on other types of
activities, pooled costs can be initially allocated to the health care facilities and nonhealth care
facilities on an appropriate basis depending upon the organization of the chain, subject to
intermediary approval as explained in the following paragraph. After this initial allocation has
been performed, the pooled costs allocated to the health care facilities must then be distributed to
these chain components in accordance with the requirements of paragraph a. or b., above, as
appropriate.
If evidence indicates that the use of a more sophisticated allocation basis would provide a
more precise allocation of pooied home office costs to the chain components, such basis can be used
in lieu of allocating on the basis of either inpatient days or total costs. However, intermediary
approval must be obtained before any substitute basis can be used. The home office must make a
written request with its justification to the intermediary responsible for auditing the home office
cost for approval of the change no later than 120 days after the beginning of the home office
accounting period to which the change is to apply.
The intermediary's approval of a home office request will be furnished to the home office in
writing. Where the intermediary approves the home office request, the change must be applied to
the accounting period for which the request was made, and to all subsequent home office
accounting periods, unless the intermediary approves a subsequent request for change by the
home office. The effective date of the change will be the beginning of the accounting period for
which the request was made.
[Note: the following Paragraph E. of Sec. 2150.3 is effective for home office accounting periods beginning after November 1984.]
E. Allocation of Interest Expense and Investment Income of Chain Operations.—Interest
expense incurred by the home office must be appropriately assigned and/or allocated in accordance with Subsecs. 2150.3.A-D. As required in §2150.3.A., interest expense must be separately
identified between capital-related and noncapital-related. Similarly, all home office investment
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appropriately assigned and/or allocated in accordance with the methodology of Subsecs 2150 3 AC and separately identified between capital-related and noncapital-related Any investment
income which cannot be allocated in accordance with Subsecs A-C must be allocated in the same
proportion that the total capital related or noncapital related interest expense of each component
bears to the total interest expense of ail components in the chain The net amount of capitalrelated interest expense and investment income (whether positive or negative) so determined, at
the home office level tor each chain provider, must be appropriately included with that chain
provider's costs as described in F , below Also the net amount of noncapital-related interest
expense and investment income (whether positive or negative) so determined at the home office
level for each chain provider, must be appropriately included with that chain provider s costs as
described in F below
F Inclusion in Provider Costs —Home office costs directly allocated to the chain providers
should be included in each appropriate account in the provider's trial balance and then allocated
through the provider s cost-finding process The provider's share of the home office's allowable
costs is included in the provider s adjusted trial balance with the provider's own allowable costs
This amount, like other costs, must be allocated between patient care and nonpatient care
activities
The provider's share of the net amount of home office capital-related interest expense and
investment income is subiect to ofiset bv the provider's own capital-related investment income
and included with the providers capital-related costs If the provider's share is a negative
amount it should be added to the provider s capital-related investment income and the combined
amount used to reduce the provider s capital-related interest expense
The provider s share of the net amount 01 home otfice noncapital-related interest expense and
investment income is suoiect to onset bv the provider s own noncapital-related investment income
and included with the providers Administrative and General costs If the providers share is a
negative amount, it should be added to the provider s noncapital-related investment income and
the combined amount used to reduce the provider s noncapital-related interest expense
Although the share of the home office costs allocated to each provider may thereby become
allowable costs under the program, the allowed costs of providers in a chain should not exceed the
cost allowed for similar institutions not so affiliated Thus, the costs of a chain provider (including
any allowable home office costs) are not recognized or allowed to the extent they are found to be
out of line with similar institutions in the same area (see §2102ff [fl 5858 et seq ])
G Interpenod Allocation of Home Office Costs—When the home office accounting period
diners from the cost reporting period of a chain provider, the allowable home office costs of the
provider for the period covered bv the home office cost statement should be included in the
provider s cost report as indicated above and then allocated through the cost-finding process An
amount of allowable home office costs and equity capital for the provider for the portion of its
reporting year not covered bv the home office statement will be tentatively projected at a rate not
in excess of the previous vear s home office costs and equitv capital as set forth in the applicable
nome office cost statement
Example The home office has an accounting year ending August 31. 1974 For that vear
home office costs of $120,000 were allocated to Provider A and $84,000 to Provider B Provider A s
reporting year ends on December 31, Provider B's reporting year ends on March 31
Of the $120,000 costs allocated to Provider A, $40 000 applies to its reporting year ended
12/31 /73, covering the period irom 9/1/73 to 12/31/73, and $80,000 applies to its reporting year
ending 12/31/74, covering the period from 1/1/74 to 8/31/74 Therefore, in its cost report lor the
\ear ending 12/31/74, Provider A may include home office costs of $40,000 projected tor the
period 9/1/74 to 12/31/74 which is not covered by the home office cost statement ($10,000 per
month x 4 months)
Of the $84,000 allocated to Provider B, $49,000 applies to its reporting year ending 3/31/74,
covering the period from 9/1/73 to 3/31/74, and $35,000 applies to its reporting year ending
3/31/75, covering the period from 4/1/74 to 8/31/74 Therefore, in its cost report for the year
ending 3/31/75, Provider B may include home office costs of $49,000 projected for the period
9/1/74 to 3/31/75, which is not covered by the home office costs statement ($7,000 per month x
7 months)
A similar procedure would be followed for projecting an amount of home office equity capital
Then, the following year, when actual costs and equity capital are determined, the projected
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amounts will be adjusted to agree with the actu
the provider's reimbursement.
.01 Source:
As adopted, Trans. No. 68 (Jan. 1973), and
amended by Trans. No. 167 (Sept. 1976), by Trans.
No. 193 (Feb. 1978), by Trans. No. 283 (Feb. 1983,
effective for home office accounting periods beginning after December 1982), and by Trans. No. 315
(Dec. 1984).
Sec. 2150.3 was revised by Trans. No. 283 to
provide a step-by-step procedure for allocating home
office costs to the various components within a chain
organization.
Subsec. 3B was revised to state that allowable
costs directly attributable to a provider or nonprovider activity must be allocated directly to the chain
entity for which they were incurred as the initial
step in the allocation of home office costs.
Subsec. 3C was revised to state that the allowable
home office costs not directly allocated to specified
chain components must be allocated among provider
and nonprovider activities within the chain on a
functional basis. Functional allocations must be performed after direct allocation but before any pooled
allocation of home office costs.
Subsec. 3D was revised to restrict the use of
inpatient days, as an allocation basis for pooled
home office costs, to those situations where the entire chain consists solely of comparable inpatient
health care facilities. If the chain consists of unlike
inpatient health care facilities or a combination of
health care and nonhealth care facilities, total costs
must be used to allocate pooled home office costs.
Subsec. 3D was further revised to clarify that
when total costs are used as an allocation basis for
pooled home office costs, the allocation made to each
facility in the chain should be made in the same
proportion its total costs (excluding home office
costs) bear to the total costs of all facilities in the
chain.
Trans. No. 315 made the following changes in Sec.
2150.3: revised Subsec. A. to specify that home office
costs subject to allocation to chain components must
be identified as capital-related and noncapital-related costs; redesignated former Subsec. E. as F.,
and revised it to clarify how the net amount of home
office interest expense and investment income
should be included in a chain provider's costs; added
a new Subsec. E. to explain, effective for home office
accounting periods beginning after November 1984,
the methodology for the allocation of investment
income of chain operations; and redesignated former
Subsec. F. as Subsec. G.

.04 Abandoned acquisition costs.—Costs incurred by a chain organization to evaluate hospitals
for possible acquisition were properly disallowed to
the extent they related to facilities that were not
purchased where no patient care services resulted
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amounts, and appropriate adjustments made to
from the unconsummated acquisition costs. These
costs were never incurred in rendering services, and
were too remotely related to the provision of health
care to be reimbursable. The primary purpose of
these costs was to prevent the chain organization
from making financially disadvantageous acquisitions which might deplete its resources and lower
profits. The principal benefit was to the chain and
its stockholders rather than the chain's Medicare
patients.
Sun Towers, Inc. v. Heckler. CA-5. 725 F.2d 315
(1984), aff'g USDC (WD Tex), which affd HCFA Admr
Dec, Mar. 6, 1980. which rev'd PRRB Dec. No. 80-D2
Pet. for cert, denied, U.S. Sup. Ct., Oct. 1.1984. [The CA,
HCFA, and PRRB decisions were originally reported at
NEW DEVELOPMENTS 11 33.628, 30,473, and 30.403.
respectively.]

.07 Allocation of home office costs to components in chain.—Under Regulation Section
413.130(gX2), when investment income offset is required, "only that portion of investment income that
bears the same relationship to the total investment,
as the portion of capital-related interest expense
bears to total interest expense, is offset against capital-related costs." When the providers terminated
their defined benefit pension plan and replaced it
with a new defined contribution plan, the funds
designated for use in making contributions to the
new plan remained under the providers' control.
Because the providers' Board of Trustees were under
no obligation to restrict the use of funds, the funds
did not meet the criteria of a qualified pension plan.
Therefore, the intermediary's adjustment requiring
the offset of the investment income from funds received as a result of the dissolution of the providers'
pension plan against capital-related interest expense
was proper.
HCFA Admr. Dec, Nov. 19. 1991, affg PRRB Dec.
No. 91-D83. [The HCFA dec. was originallv reported at
NEW DEVELOPMENTS 1139,718, and the PRRB dec
at f 39.652]
A home health agency's direct allocation of executive salaries and related benefits on its chain organization's home office cost statement was improper
because the provider (1) failed to prove that its
method would produce a more accurate distribution
of costs than the intermediary's "total cost" method,
(2) failed to obtain prior approval for an allocation
change, and (3) offered data insufficient to determine whether the provider's costs were reasonable.
Therefore, the intermediary's adjustment was affirmed.
PRRB Dec No. 92-D42. [This decision was originallv
reported at NEW DEVELOPMENTSfl40,717.]
.35 Home office equity capital.—See fi 5999V-50
et seq.
.60 Pooled home office equity capital, allocation of.—See f 5999V-52.63 for decisions involving
allocation of pooled home office equity capital.
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